CEPAL

Review

Executive Secretary of ECLAC
Norberto Gonzdlez

Depaty Executive Secretary for
Economsc and Social Development
Gert Rosenthal

Deputy Executive Secretary for
Co-operation and Support Services
Robert T. Brown

UNITED NATIONS
ECONOMIC COMMISSION FOR LATIN AMERICA AND THE CARIBBEAN

SANTIAGO, CHILE, AUGUST 1987



CEPAL

Review

Santiago, Chile Number 32

CONTENTS

Introduction: internal debe, excernal debe and economic transformacion, Carlos Marsad.

Another view of the Latin American crisis; domestic debt, Carlos Masrad and Roberto
Zahler,

Private internal debt in Colombia, 1970-1985, Maricie Carrizosa and Antonio Urdinola.
Internal debt and financial adjustment in Peru. Richard Webb.

Economic restructuring in Latin America in the face of the foreign debt and the external
transfer problem. Robert Deviin.

The conversion of foreign debt viewed from Latin America. Evgenio Labera.
External debt in Central America. Romulo Caballeros.

External restriction and adjuscment. Options and policies in Latin America. Nicolds
Eyzaguirre and Mario Valdivia,

Review of the theoretical approaches to external adjustment and their relevance for Latin
America. Patricio Meller.

Recent ECLAC publications

11
27
35

75
103

123

149

169



CEPAL REVIEW No. 32

Review of the
theoretical
approaches

to external
adjustment and
their relevance
for Latin America

Patricio Meller*

The problem of adjustment to external imbalances
has become a focus of the attention of economists in
Latin America. Various analytical approaches to this
problem have been proposed. The current account
approach places the emphasis on international
trade; the capital account apptroach places it on
financial flows, while the monetarist approach of the
halance of payments is based an the global balance of
international payments. Each of these approaches
gives rise to a set of economic policy measures.

This article presents 2 summary of these three
approaches and an evaluation of their relevance for
the analysis of the external sector problems of the
Latin American couniries, 1t also presents an ontline
of the conceprual framework of the adjustraent pro-
grammes of the International Monetary Fund and a
critical commentary chereon. It suggests that the
quantitative indicators cucrently vsed by the IMF
should be supplemeqged by others designed to limit
the level of unemployment, the fall-off in production
and the reduction of real wages which are often
associated with the strict application of the Fund's
programmes,

The author concludes thar alchough i is already
possible to make certain improvements in current
adjustment policies with a view (o minimizing the
cost of the adjustment, additional research is also
required to determine the course of the adjuscment
and the behaviour, within that course, of cerrain key
variables for a healthy situation, such as produoct and
employment levels, consumption and income
distribution.

*Doctor of Economics, University of Califernia
(Berkeley), Researcher with the Economic Research Cor-
puration for Latin America (CIERLAN).

|

Development and logic of
the global approaches!

The purpose of this article is ro carry our a
systematic review of the various theoretical
approaches found in economic publications on
external adjustment; however, the goal is not to
offer an exhaustive review, but to focus funda-
mentally on those models and hypotheses which
ate relatively more pertinent to an understand-
ing of the functioning of the Latin American
€conomies.

In the past 40 years different types of models
have been put forward to explain the factors
determining the external imbalance of an econ-
omy. The existence of several models is due to
the important changes in internacional trade and
financial relations and the need ro seek an expla-
nation of the behaviour of the economies in the
new external context. However, the dominant
theoretical approaches in specialized - publica-
tions, and the changes and substitutions made in
them, have related almost exclusively to rhe eco-
nomic sitvation in the developed countries,

In generai terms, a country’s normal situa-
tion will be that there is no parity between the
amounts of inflow and outflow of foreign
exchange. This implies a balance-of-payments
surplus or deficit. It is therefore imporrant to
analyse how a country adjusts its trade and finan-
cial flows to hold this balance in equilibsium. A
balance-of-payments surplus is not usuzlly con-
sidered to be a problem requiring solution; the
central problem is to examine how the countries
deal with their deficits.

An economy is said to have a problem of
external imbalance when it has a deficit in the
current account of the balance of payments
which cannot be financed by foreign borrowing
through the capital account, with the result chat
international reserves decline. As these reserves
are finite, it is essential to find mechanisms to
reduce and eventually eliminate this deficit.2 In

Bibliography for this section: McKianan {1981), Chacho-
liades (1978), Dam ({1982), Kenen (19851, b}.

2A distinction will later be made between cyclical and strucru-
ral (external) imbalance. Struciural imbalance requires an adjust-
ment of rhe local economy, cyclical imbaiance is by nawre
temporary and it is Jogical ro finance it by foreign borrowing,
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this description of external imbalance ir is
assumed that the economy uses a fixed exchange
rate system.

An economy has achieved internal balance
when its own economic activity is sufficient to
create a situation close to full employment,
which ought ideally to coincide with stable
prices.

What is the interrelationship between exter-
nal and internal imbalance? Are the two in con-
flict, i.e., can an economic policy correct one
imbalance and exacerbate the other? Is there a
kind of hierarchy between the two types of
imbalance? What combination of economic poli-
cies can resolve both imbalances simultane-
ously? Whar kinds of policy instrument have
comparative advantages in the reduction of one
of these imbalances? These are some of the ques-
tions which will be consideted in the review of
the various models. For a better understanding
of the analytical method and the implications
and consequences of these models, it is necessary
to outline the historical development of the vat-
ious theoretical approaches,

It is useful to begin with a brief consideration

of the gold standard. This is the system of inter-
national monetary relations which for a long
‘period (1870-1910) provided the rules by which
countries had to play in resolving their balance-
of-payments difficulties. The international insti-
tutional framework which required such a
standard had two characteristics: firstly, coun-
tries guaranteed the total freedom of movemnent
of goods and gold; secondly, countries had to
subordinate their domestic goals to the goal of
eliminating the external imbalance, which had
priority at the macroeconomic level.

The main elements of the gold standard
were as follows: a) a parity with gold was estab-
lished for local currencies, i.e., there was a fixed
exchatige rate systern; b) there was full converti-
bility; ¢) balance-of-payments problems were
solved by movements of gold among countries,
L.e., there was no movement of financial capital,
d) the central banks did not neutralize the effect
of the flows of gold on the domestic money
supply. ,

The gold standard functioned as if there
were an automatic mechanism which eliminated
any external imbalance. Suppose that a country

had a balance-of-payments deficit (in the case of
a surplus, the reasoning is absolutely the same);
the exchange rate was fixed and therefore the
deficit was financed by a movement of gold out
of the country. As the Central Bank did not
neutralize the monerary impact of the variations
in the gold reserves, an outflow of gold caused
the amount of money in the economy to fall.
According to the quantitative theory of money, a
contraction in the money supply will cause
domestic prices to fall; this will increase the
international competitiveness of the country’s
economy, which in turn will enable it to increase
its exports and substitute its imports, thus reduc-
ing the balance-of-payments deficit. The move-
ment of gold out of the country will cease only
when the deficit has been eliminated.

In short, the gold standard had an automatic
mechanism ("movement of gold-level of pri-
ces”) which resolved any external imbalance.
Accordingly, no kind of economic policy would
be needed to cope with balance-of-payments
problems.

This type of approach underwent a radical
change after the Crash of 1929 when people
stopped thinking in terms of an automatic mech-
anism for adjustment of the balance of payments
and began to realize that the equilibrium of this
balance was a serious problem of economic pol-
icy which had to be solved. This change came
about as a result of the balance-of-payments
problems which affected many countries in the
1930s and it was consolidated by the series of
external imbalance problems in developed and
developing countries after 1940. Almost all
countries underwent such crises, and the com-
mon experience taught that external balance was
not easily achieved. There then emerged the
balance-of-payments theory which examined
the factors determining the balance of payments.
In the insticurional context of Brecton Woods
this theory consisted of che anaiysis of the eco-
nomic policies needed to reestablish balance-of-
payments equilibrium.

The international monetary system created
at Bretton Woods (1944) was determined by two
different factors. On the one hand, the purpose
was to find a replacement for the gold standard,
for it had become a symbol which imposed
insuperable restrictions on governments in
terms of their domestic economic objectives,
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despite its virtue of establishing a clear order in
international financial relations. This was in
sharp contrast to what had happened in the
period 1920-1940, which was one of great insta-
bility in trade and financial transactiens: coun-
tries alternated between @ free exchange rate and
sharp devaluations to solve cheir economic prob-
lems. Experience of the free exchange rate had
been considered very negative owing to the
problems which this exchange system produced:
a) frequent changes in the exchange rate had a
disruprtive effect on the allocation of productive
resources and changes in this allocation and sub-
sequent reversions involved high costs; b) ex-
change rate fluctuations meant thar che
exchange risk became the main component in
the profitability of a trading operation and this
then discouraged international trade transac-
tions; ¢) a free exchange rate generated instabil-
ity and led to speculation which rendered che
system even more unstable. On the other hand,
during the 1930s there were countries which had
recourse to the expedient of sharp devaluations
as a mechanism for “exporting” their own
unemployment; this obviously led to trade repri-
sals by the country affected by these exports;
these reprisals led to a protectionist spiral, and
all this resulted in a decline in world trade.

In shore, the aim ac Bretton Woods was to
change the gold standard, but the free exchange
rate system was considered very harmful, it was
also necessary to prevent countries from using
sharp unilateral devaluations to solve their
domestic problems. Against this background the
following basic principles were devised to guide
the Bretton Woods international monetary sys-
tem: a) a fixed exchange rate system was estab-
lished; parities were sec for national currencies
against gold or the dollar; b) the objective of
external balance was subordinated to the objec-
tive of internal balance; ¢) the fundamental pur-
pose of movements of capital was to facilitate
trade transactions; d) an international financial
institution, the Internattonal Monetary Fund
(IMF), was set up for the central purpose of
facilitating the expansion and balanced growth
of internarional trade. To this end, the IMF was
t0 have two functions: i) to make loans to
finance temporary external imbalances; ii) to
ensure that countries did not change their
exchange rate parity, unless there was a funda-
mental imbalance in the economy.

International trade declined considerably in
the 1930s and 1940s; countries used restrictive
trade policies (tariffs, quotas, etc.) and exchange
controls to protect their own economies. This
meant chat these economies were relatively iso-
lated, i.e., that domestic markets were not inte-
grated with international markets; as a result,
international transactions had no imporrant
effects on the development of the domestic econ-
omy. What is more, in the 1930s trade flows
were unstable and they were expected to remain
so; one of the topics of interest for the theoreti-
cal models was to examine the type of economic
policy measures which would have to be adopted
to isolate national economies from external
upheavals,

During the period 1950-1970 there was a
systematic decline in the trade barriers imposed
by the developed countries, especially in the res-
trictions on trade between those countries them-
selves. At the same time there was an increase in
the protectionist barriers erected by the Latin
American countries. Exchange controls were
gradually being eliminated in the developed
countries, but the restrictions and controls on
the movement of capital remained.

In short, during the period 1940-197G coun-
tries and their economies were relatively isolated
in crade and finance, although this isolation
declined towards the end of the period. This
meant (McKinnon, 1981; Kenen, 198%a) chat
the economies had the following characteristics
with respect to the external sector: a} the erec-
tion of trade barriers meant that the external
sector accounted for a smaller percentage of the
GGP (gross geographical product). Further-
more, changes in the exchange rate did not have
very significant effects on the level of domestic
prices. There was little interrelationship
between changes in the domestic prices of the
various countries; b) owing to the restrictions on
the flow of financial capirtal, current account
deficits could not usually be financed fully by the
movement of capital; ¢) national monetary sys-
tems were totally isolated and this meant, on the
one hand, that intervention by a central bank in
the foreign exchange market could be rorally
without effect and, on the other hand, that the
domestic interest rate could be controlled by the
money supply and was therefore unaffected
either by the level of international interest rates
ot by the likelihood of devaluation.
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Given these characteristics of the "semi-
isolated economies” of the period 1940-1970, the
theoretical approaches to the analysis of the
problems of external imbalance had the follow-
ing main components. Firstly, it was assumed
that a fixed exchange rate system was in opera-
tion and an analysis was made of the factors
determining the equilibrium or disequilibrium
of the balance of payments. Secondly, as capital
movements were of little importance, the theo-
retical models concentrated on the factors deter-
mining the current account; furthermore, when
capital movements were totally omitted from
the analysis, the current account coincided with
the trade balance, and the models focussed on the
factors determining the trade balance or its com-
ponents —exports and imports. Thirdly, the
macroeconomic Keynesian theory which
emerged in the 1930s, although concerned exclu-
sively with the analysis of a closed economy, had
an important influence on the theoretical mod-
els in vogue in 1940-1970, as can be seen (Willi-
amson, 1983a; Kenen, 1985a) from the fact that
the open economy was analysed by means of
equations marginal to the basic closed Keynesian
model, equations which related to trade transac-
tions (an appropriate approach when the exter-
nal sector is a small appendage to the local
economy), and that the level of prices was consi-
dered fixed. Ultimately, this cheoretical
approach saw the external sector as a potential
source of instability which had to be neutralized,
if external disruptions were transmitted, the
goal of economic policy would be to use fiscal,
moenetary and other policies to neutralize them
and hold the balance of payments in equilibrium
(McKinnon, 1981). To sum up, the domestic
economy would have to be isolated from harmful
external upheavals so thar an independent
macroeconomic policy could be implemented to
achieve the economic goals required for internal
balance.

The “semi-isolated economy” of the pericd
1940-1970 was transformed (gradually) into the
“highly integrated economy” of the 1970s and
1980s. The 1970s was a decade of increasing
world integration, and the economies of differ-
ent countries became faitly interdependent. In
the developed countries in particular there was
considerable integration in the goods markerts;
the external sector of these countries practically

doubled its relative importance in the GGP in the
space of 30 years. (The external sector of the
United States, Italy and Germany accounted
respectively for 5, 12 and 16% of the GGP in
1950, and for 10, 25 and 27% in 1980.)
Moreover, from 1970 the developed countries
began to reduce the controls on the capital
account and regional and national capital
markets developed morte rapidly; the eurodollar
market acquired particular importance, as did
subsequently the Eurocurrency market.

In the 1980s the developed countries have
removed the restrictions and controls on finan-
cial flows and the capital account is fully open.
Today, therefore, considerable integration has
been achieved in the financial market of the
developed countries, even greater than that
achieved in the goods market. The most surpris-
ing thing here is the magnitudes: in 1984 inter-
national trade amounted to two million million
dollars {101%}, but financial flows fluctuated
between 10 and 20 times that figure. As a result,
the role of capital movements could no longer be
overlooked from either the theoretical or the
insticutional standpoint.

At the beginning of the 1970s the interna-
tional monetary system established at Bretton
Woods collapsed and there emerged what some
writers have described as a "non-system” (Willi-
amson, 1983a); in other words, a situation in
which there is no single and universal set of rules
and in which each counery does as it likes. Proba-
bly the most fundamental change is the replace-
ment of the fixed exchange rate system with a
system of floating exchange rates in the deve-
loped countries. Most of the developing coun-
tries have tied their nacional currency to the
currency of the developed country which occu-
pies the most important place in their trade, and
the majority of the Latin Ametican countries
have chosen the dollar. This means that the
developing countries apparently maintain a sys-
tem of fixed exchange rates tied to a floating
currency.

Among the various factors which contrib-
uted to the abandonment of the Bretton Woods
system only those of theoretical interest will be
considered here: a) under a system of fixed
exchange rates, if prices and in particular domes-
tic wages are not sufficiently flexible, it is not
possible to alter the terms of trade of a country
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with a persistent external imbalance; b) given
the operation of a fixed exchange rate system
and the free movement of capital, if an economy
has a prolonged and large external imbalance, its
currency is exposed to severe speculative pres-
sures; ¢) when there is free movement of capital,
the exchange rates and interest rates of different
countries become closely interrelated; accord-
ingly, differences in domestic inflation or the
performance of the sector producing interna-
tionally tradeable goods bring immediate pres-
sures to bear on the purchasing power of the
national currency, In short, the increasing role of
financial flows is leading to the abandonment of
fixed exchange rates.

The new system (or “non-system”} is
intended to establish a "stable bur adjustable”
system of exchange rates. There has been a very
clear change of attitude towards free exchange
rates, for now they are seen as a useful mecha-
nism enabling a country’s government to use
market forces to establish the balanced parity of
the national currency,

The free movement of capital and the
important relative and absolute levels of finan-
cial flows generated new theoretical approaches
in the 1970s, radically different from the eatlier
ones. The focus of attencion shifted: analysis of
the equilibrivm of the goods market was
replaced by analysis of che equilibrium of the
financial assets market; in other words, the capi-
tal account (or the balance of payments) took the
place of the trade balance (or current account);
the equilibrium of the flow of goods was replaced
by the equilibrium of reserves of assets; financial
variables took the place of real variables.

In short, in the developed countries mone-
taty models took the place of the Keynesian
models. This also meant 2 more general and
profound theoretical change. In the Keynesian
petiod of 1940-1970 clear priority was given to
the objective of full employment and the use of
fiscal policy as the relatively most effective tool;
in contrast, in the monetarist period, after 1970,
priority has been given to the reduction of infla-
tion and use of the ool of monetary policy.
Lastly, fundamenral discrepancies have emerged
between Keynesians and mopetarists with
tespect o the functioning of the economy and
the lasting effects of economic policies.

The monetarist approaches of the 1970s cri-
ticized various aspects of the theoretical current
account models which had been developed ear-
lier. Firstly, given the considerable degree of
integracion in the goods markets resulting from
increased trade, it was necessary to introduce an
assumption reflecting the existence of price arbi-
tration; thus was introduced the single price law,
which, as will be seen below, played a crucial role
in the monetarist balance-of-payments
apptoach. Secondly, the free movement of capi-
tal prevented central banks from manipulating
the interest rate; this rate became exogenous for
the monetary authorities and depended on the
internacional interest rate. Furthermore, if a
Central Bank maintained a fixed exchange rate
and there was no neutralization, the monetary

_ policy became endogenous.

In other words, in a world of increasing

interdependence and integration of the goods

and assets markets of different countries the
economic authorities were losing their policy
instruments, and it was no longer possible to
remain autonomous in the management of eco-
nomic policy. Moreover, the money markets in
various currencies were heavily influenced by the
activities of speculators who were capable of
thwarting some of the intervention strategies of
the central banks. This led to the conclusion that
exchange and balance-of-payments problems
were independent of each other and that they
could not be subordinated to the goal of internal
balance, i.e., the external and che internal balan-
ces were of equal importance.

When the developed countries replaced the
fixed exchange rate system with the floating
systemn there was clearly a shift in the focus of
attention of theoretical models from analysis of
the factors determining the balance of payments
to the problem of the factors determining the
exchange race. Subsequently, these models con-
centrated an explaining problems of fundamen-
tal significance for the developed countries; the
recent turbulence in the exchange markets of
these countries has acquired particular
impaortance,

Since the shifes of financial flows in reaction
to frequent changes in various currencies are of
very considerable magnitude, much of the theo-
retical work is focussed on the factors determin-
ing the existing parity relations in the (very)
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short term among the currencies of the deve-
loped countries; furthermore, the changes in the
parities among these currencies in the (very)
shore ceem are extremely high. All this encour-
ages assimilation of the evolution of che
exchange rate to the evolution of the prices of
financial assets; the holding of various foreign
currencies then becomes an additional asset in
the portfolios of economic agents.

To sum up, the exchange rate is viewed dif-
ferently in each model. In the Keynesian
approach the factors determining the exchange
rate are the flows of the trade balance, ie.,
exports and imports;, in other words, the
exchange rate is considered to be a real variable,
for it is the relative price of two types of goods.
In the monetarist approach the factors deter-
mining the exchange rate are che monetary

flows of the balance of payments; i.e, the
exchange rate is the relative price between two
currencies. Lastly, in the assets approaches the
factors determining the exchange rate are the
equilibrium in the reserve of assets and the
expectations of economic agents with respect to
future fluctuations in this exchange rate; i.e., the
exchange rate is the relative price between two
assets,

The three types of model for analysis of the
external sector will now be considered separately
on the basis of a fixed exchange rate system:
(Keynesian) cutrent account approaches,
monetarist balance-of-payments approach, and
capital account approach. There will also be 2
specific discussion of the implications and conse-
quences of these models in terms of the factors
determining the exchange rate.

Current account approaches®

Maost of the models considered in this section use
the following basic assumptions: 1) Movements
of capital are of little importance for various
reasons such as restrictions on movement of
financial capital, exchange controls, etc. The
resulr is that a problem of balance-of-payments
crisis is resolved to the extent that the current
account remains balanced; the capital account
can therefore be lefc out of the analysis. 2) There
is a fixed exchange rate determined by the Cen-
tral Bank. 3) The economy is small; this implies
that the prices of exports and imports are exo-
genous, ie, determined by the world market.
4} The national monetary system is isolated
from variations in foreign currency reserves.
This means that: a) the Central Bank completely
neucralizes che monerary impact of variations in
international reserves; b) given the addirional
assumption of restrictions on financial flows, the
domestic interest rate is determined by the
money supply, which is controlled by the Central
Bank.

HBibliography fur this section: Corden (19773, Dornbusch
{1980a), Krueger (1983), Williamson (1983a}, Kenen {1985b).

Two separate approaches competed during
the 1940s and 1950s for theoretical domination
in this respect: the absorption model, which
emphasized the use of the income mechanism,
and the elasticity mode! which used the mecha-
nism of relative prices. Subsequently, as will be
seen below, a synthesis of these two approaches
was achieved.

L. National accounts and basic
concepts of the open economy

Certain basic concepts of the open economy will
be described in this subsection, and much of the
notation te be used in this article will be incro-
duced. National accounts provide a simple
framework for this purpose.

The basic national accounts formula for the
open economy is:

Y=C+iI+G+X-M (2.1)
where Y is the value of the GGP, C is personal
consumption, | is investment, G is government

expenditure, X is the value of exports, and M is
the value of imports.



THEORETICAL APPROACHES TO EXTERNAL ADJUSTMENT / P. Meller 175

The sum of C+1+ G will be represented by
Z,i.e,Z = C-+1+ G This concept Z represents
the domestic expenditure of resident narionals;
in more technical terms, Z is the gbsorption of
goods by the economic agents of a country’s
economy, '

A definition will also be given for B=X -

M, where B represents the trade balance when
Y is the GGP; B represents the current account
balance when Y is the gross national product
(GNP) or national income.? For the purposes of
this section, no distinction will be made berween
the current account balance and the trade bal-
ance. Thus, expression (2.1) becomes:

Y-Zz2=X-M (2.2)

This expression (2.2) is interpreted as fol-
lows: the first term of (2.2) represents the inter-
nal balance or imbalance; Y is the national
income and Z is domestic expenditure. Then,
when Y =7, internal balance is achieved —
when resident nationals'spend exactly what they

earr.’ As a result, a situation of imbalance is \

created when Y # Z, Moreover, the second term
of (2.2) represents the external balance or imbal-

ance; when B =0, the currenc account is bal-

anced, buc if B is negative there is a deficit.
Accordingly, expression (2.2) provides a pic-
ture of the interdependence between the exter-
nal and internal balance or imbalance. When
there is internal balance, there is automaricaily
external balance, and vice-versa; if Y = Z, then
B = 0. When there is internal imbalance, there is
external imbalance, and vice-vetsa, A situation
of domestic expenditure greater than income is
associated with a current account deficit.
Expression (2.2) gives a picture of the differ-
ence between the absorption model and the elas-
ticity model; when there is an imbalance, the
first of these medels examines che first term of
expression (2.2), while the second term is exam-
ined by the elasticity model. In the absorption

4GGP = GNP + interest payments =C+ [+ G+ X - M If
Y = GGP, the payment of interese is included, and thenX - M =B
will be the trade balance.

But when: GNP =C + 1+ G +X - M - payment of interest, if
Y = GDP, then B =X - M - payment of interest will be the correm
acconnt balance,

sNote that this concept of internal balance is diffecent from
the concept defined in the previous seccion. The wo concepts
coincide only when Y represents a level of uepur close to full
employment.

model expression (2.2) can be assigned the fol-
lowing causality: if a country spends more than it
produces (Z > Y) it is “living on credit”; a trade
balance deficit is then created; it will thus be the
internal imbalance that produces the external
imbalance. The elasticity model examines the
impact of a devaluation on the relative prices of
exports and imports, with a view to solving the
problem of a trade deficit.

2. The absorption model

This is the model for an open economy obtained
by a simple extension of an (elementary) macro-
economic Keynesian model for a closed econ-
omy. The central {(and sole) mechanism used by
this model is the incomes mechanism,

Let us consider the following simple Keyne-
sian model for an open economy: i) The ievel of
output is determined by the level of tocal expen-
diture. ii} Prices are exogenous to the country’s
economy. iif) The level of expenditure is a
(direct) function of the level of income,
Z =Z(Y). iv) Exports depend (positively} on
the level of foreign earnings Y*; thus,
X =X(Y". v) Imports depend (positively) on
the country’s level of income, i.e., M = M(Y}.

As the level of output of the country’s econ-
omy is determined by the total demand, the
balance in the goods market will be given by:

Y =Z(Y) + X(Y*) - M(Y) (2.3
Y - Z(Y) =B = X(Y*) - M(Y) (2.4)

In this expression (2.4) the first term repres-
ents the internal imbalance and the second term
represents the external imbalance. The only
mechanism available to the country's economy
to establish internal or external balance is che
variable Y (level of incomes in the country's
economy). Let us consider the representation in
graph form of expression (2.4), having first
separated each term. This is what is shown in
figures 1 and 2.

Figure 1 illustrates in detail how the internal
imbalance Y - Z(Y) comes about. The horizon-
tal axis always holds the variable Y which is the
central mechanism of this model. Part 2) has the
first component of the internal imbalance, t.e.,
the same variable Y; partb) has the second com-
ponent of the internal imbalance —domestic
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Figure 1
INTERNAL IMBALANCE: Y - Z(Y).
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Figure 2
EXTERNAL IMBALANCE: X(Y™)-M(Y)

XM
X
M
external balance
: \
X(Y) X
]
I
|
Y I Y
{a) : (c)
I
|
X-M:=B |
M i
{
I
|
f
|
]
|
m l
I
| external balance
V4 y
Y B

(b) (d)



178

- CEPAL REVIEW No. 32 / Awgust 1987

expenditure Z(Y); this is a positive function of
income and its slope is the marginal tendency to

_AZ . "
consume, ¢ = ; part ¢) contains conjointly

AY

the two earlier parts a) and b), and the point of
intersection of Y and Z, at which Z =Y, corres-
ponds to the internal balance. Lastly, part d}
shows the ratio for the internal imbalance; this
part d) is obtained from c) by simple (graphical)
subtraction of Y and Z; the Y - Z slope is the
marginal tendency to save, a =1 - ¢, which is
positive,

In a way similar to that used in figure 1,
figure 2 illustrates in decail how the exrernal
imbalance X(Y*} - M(Y) is obtained. The varia-
ble Y is again in the horizontal axis. Part a) has
the first component of the external imbalance X,
which is independent of the country’s income
level Y; part b) has the second component of the
external imbalance, the level of imports M(Y);
this is a positive function of income and its slope

is the marginal tendency to import,m =é¥—; part
AY

¢) contains conjointly the two earlier parts a} and
b), and the point of intersection of X and M, at
which X =M, corresponds to the external
imbalance. Lastly, part d) shows the ratio for the
external balance; this part d) is obtained from ¢)
by simple (graphical} subtraction of X and M;
the B slope is -m.

Figure 3 shows the ratios for the internal
(Y - Z) and external (B) imbalance. The inter-
section of (Y - Z) with (B) (which corresponds
to point Q), gives the level of balance Y, in the
goods market of the country’s economy. This
level of balance Y, in the goods market is
achieved with a deficit Y,Q in the trade balance;
for this deficit Y,Q it is necessary that Y - Z <0,
which means that Z > Y, ie, that the level of
domestic expenditure or absorption is greater
than the income level.

According to this absorption model, if the
goal is to eliminate the external imbalance Y |Q,
it will be necessary to reduce the level of absorp-
tion Z; in order to reduce this level of absorption,
it will be necessary to reduce the income level Y.
This would shift vertically upwards lineY - Z in
figure 3. This process reduces (and eliminates)

the current account deficit by cutting back
incomes, thereby ceducing the level of imports.

Suppose that Yy in figure 3 is the level of
economic activity under full employment; inver-
nal balance is obtained at output level Yy, for
Y = Z. Thus, any attempt to eliminate the exter-
nal imbalance and lifc line Y - Z in figure 3 so
that it cuts line B at output level Yy would intro-
duce a higher level of unempioyment than origi-
nally existed in Y.

To sum up, this absorption model illustrates
an inverse trade-off between the internal and
external balances. In fact, Y represents the level
of Y corresponding to the external balance and
Yz corresponds to the internal balance; as can be
seenn from figure 3, the two points cannot be
reached simultaneously. Any attempt to achieve
external balance by reducing the level of eco-
nomic activity exacerbates the internal imbal-
ance, for the cutback in output increases the level
of unemployment; in other words, increased
unemployment is the cost which must be paid to
eliminate the external imbalance. In short,
according to the absorption model, external
adjustment is achieved at the expense of internal

Figure 3
INTERACTION BETWEEN INTERNAL AND
EXTERNAL IMBALANCES
-2
B
Y-Z
. ¥, / Y
! ¥z
Q
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adjustment and vice-versa; any attempt to
achieve the level of internal balance Y- increases
the level of rrade deficic.

According to Tinbergen, when there are two
objectives it is necessary to use at least an equal
number of economic policy tools. In this case
there are two objectives: internal balance and
external balance. The two distinict economic pol-
icy tools would be fiscal and monetary policy.
However, in the problem posed in figure 3 these
two tools do not resolve the dilemma of internal
and external balance, for they both have a similar
effect on the level of domestic expenditure; in
other words, in this absorption model there is no
difference berween the effects of fiscal policy and
monetary policy.

With this absorption model it is possible to
calculate the approximate effect of the cutback in
domestic expenditure on the level of economic
activity and the trade balance; these are the
(Keynestan) multipliers of the open economy:¢

dy _, 1

dZ  a+tm (2.3)
dB _ m

dZ a-+m (2.6)

In these expressions « represents the margi-
nal tendency o save and m the marginal tea-
dency to import. Expression (235) is the
Keynesian multiplier for the open economy,
which is less than the multiplier for the closed
economy (1/a), for imports are filtrations of the
country's economy and, therefore, expenditure
on importts does not have any multiplier effeces
on the domestic production process. Let us sup-
pose that an economic programme requires a
3% cutback in domestic expenditure; assuming
that domestic expenditure represents 90% of
the GGP, this would have the direct effect of a fall
of 2.7% in the level of economic activiry. Taking
into account the Keynesian multiplier of expres-
sion (2.5) and using a value of 2.0, the total
decline in output would be 5.4%.

SFur their analytical dertvation see Durnbusch (19804) or
Williamson {19833},

e is assumed chat the marginal teodency o save is 0.20 and
the marginal tendency to import is 0.30. Thus, a+m = # 0.5 and che
reciprocal valoe is 2. :

The impact of the 3% cutback in domestic
expenditure on the rrade balance is obtained
from expression (2.6); if it is assumed that the
GDP flucruates around US$25 000 million, the
reduction in gross domestic expenditure would
be US$675 million. Assuming chac the coeffi-
cient m/a+m = (0.6, the improvement in the
trade balance would amount to US$405 million;
if this improvement was achieved only at the
expense of the cuthback in imports, then for a
volume of imports of US$3 500 million there
would be a drop of 11.5%.

It is also possible to perform this exercise in
the opposite direccion; if the non-financeable
balance-of-payments deficit requires a reduction
in the current level of imports of US$500 mil-
lion, this would mean (using the same values as
in the previous paragraph) a cutback in domestic
expenditure of US$833.3 million, which would
mean a fall of 6.79% in the GGP.

3. The elasticity model

The focus of attention of the absorprion model is
the relationship between the level of domestic
consumption and the level of production; the
elimination of an external imbalance requires
adjustment of rhe amount of expendirure ar the
production level. In contrast, the elasticity model
examines how a change in the composition of
production can solve the problem of a trade
balance deficit; in order to eliminate this deficit,
exports will have to be increased or imports
substituted, or both. This requires a change in
relative prices, for which purpose exchange-rate
ot trade policy can be used (tariffs, exports subsi-
dies, etc.); the elasticity model examines che role
of exchange rate policy.

In other words, the elasticity model seeks to
analyse the effect of a devaluation on the trade
balance, ie., the exchange rate is viewed as a
policy tool for control of the external imbalance.
Furthermore, it is assumed that the exchange
rate policy is totally divorced from the macroeco-
nomic domestic policy (i.e., thar there is no con-
nection between, for example, the exchange rate
policy and the monetary policy).

In general terms the elasticity model
tocusses its attention exclusively on the external
imbalance. It is assumed that the country’s econ-
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omy will have a surplus of demand for tradeable
goods in relation to domestic output; this surplus
demand is satisfied by means of a surplus of
imports over exports, which generates the trade

“ balance deficit. Accordingly, in order to resolve
this problem a change is required in the relative
prices of the tradeable and non-tradeable goods
in the domestic economy. If the prices of tradea-
ble goods are increased over those of non-
tradeable goods in the economy, an expansion of
the domestic production of tradeable goods is
encouraged, i.e., the production of exports and
import substitutes, and the trade balance deficit
will thus be reduced.

In fact, a devaluation changes the ratio of
internal prices to external prices and makes the
national production of tradeable goods more
competitive internationally; this is why it is pos-
sible to expand the production of exports and
domestic goods which can compete with
imports.

In order to simplify the discussion it will be
assumed in this subsection that there are only
two types of goods in the economy —exportable
and importable— and char chere is a degree of
production specialization; in other words, only
goods for export are produced in the country's
economy. This will make it easier to understand
the economic interpretation of the exchange rate
as a relative price and to observe the relationship
berween the exchange rate and a country’s terms
of trade.

Let us suppose that a naticnal economy pro-
duces only sugar and imports automobiles; the
sugar 1s exported and its international price is Py
measured in dollars per ton; the import price of
the automobiles is Py in dollars per automobile.
Ler 1, be the terms of trade of the country in
question and ¢ the exchange rate expressed in
pesos to the dollar. Thus, as t; measures the ratio
of the price of the imported goods to that of the
exported goods, it is possible to obtain the ratio
of tjtoe:

_ P% _ US$/automobile
PX  US$/ton sugar

T (2.7)

Let Px be the domestic price (in “pesos™) of a
ton of sugar; then, Py = ePy. If Py is substituted
(according to the previous expression) in ratio
(2.7}, the result is:

t;

_ ePY _[$/US$ x US$/auto]_ [ ton sugar ]
Py [$/ton sugar] auto
(2.8)

A country's terms of trade are a relative price
indicating the number of tons of sugar (the
exported item) which the country sells per unit
of automobiles (the imported item). In expres-
sion (2.8) it can-be seen that an increase in t;
would indicate a deterioration in the terms of
trade, since the country has to trade a greater
number of tons of sugar for the same unit of
automobiles. This expression (2.8) also shows
that, on the assumption that the prices Py and
Py are constant, there is an exact correspondence
between t; and the exchange rate e; this means
that if e increases, t; will increase in the same
proportion.

A devaluation means an increase ine; i.e.,
the number of pesos per dollar unit increases,
and according to expression (2.8) this will canse
a deterioration of the terms of trade; thus, the
changes in the exchange rate are identical with
the changes in relative prices and accordingly
with alterations in the terms of trade.

In other words, expression {2.8) illustrates
in summary form how in this simple maodel the
exchange rate constitutes the main instrument
for changing a country's relarive prices with a
view to reducing an external imbalance; it also
shows the cost of such an adjustment for the
country.

We will now consider which, according to
this model, are the factors influencing the
exchange rate. We will use for this purpose a
microeconomic analysis of partial balance, in
which e is the price available in the foreign
exchange market, i.e, e represents the price
resulting from the interaction of the supply and
demand of foreign exchange. Within the foreign
exchange demand curve is the rmarket in
imported goods, the impotts supply and
demand; also within the foreign exchange
supply curve are the exports supply and demand.
Let us consider this interaction briefly.

Suppose that the economy has an exchange
rate e,. In the imports market, P} is the exogen-
ous price of the imported item, which in this case
is automobiles; then, the supply of automobiles
is totally elastic to the price Py Now, let D be
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Figure 4
IMPORTS MARKET (AUTOMOBILES)
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the demand for automobiles corresponding to
this exchange rate e,. The interaction between
the supply and demand determines the number
of automobiles Q, which will be imported. This
can be seen in figure 4. The amount of foreign
exchange needed fot the import of this quantity
Q, of automobiles will be P¥ Q.

Suppose that there is a devaluation and the
exchange rate reaches the value ;. As the supply
of automobiles is exogenous to the country, the
curve 8™ remains totally elastic to the price Py
{the country buys the automobiles in dollars and
its international price is not affected by a deva-
luation in the national economy). Buc for the
country's consumers a devaluation means that
they will have to pay a latge number of “pesos”
for each dellar; the resule is char there is a con-
traction in the demand for automobiles which
shifes. this demand towards the lefr, DY, as a
result of the devaluation from e; to ;. Now, the
number of imported automobiles falls to Q; and
the amount of foreign exchange required for this
level of imports of automobiles will be Py Q.
Something similar happens with a new devalua-
tion from e, to e; in which the number of
imported auromobiles falls to Q5 and the foreign
exchange requirement to Py Q; (figure 4).

Figure 5 shows the foreign exchange
demand curve corresponding to this automobile
import market. Figure 4 shows that the number
of automobiles imported declines in step with
devaluation, i.e., as the exchange rate increases.

Figure 5§
FOREIGN EXCHANGE DEMAND CURVE
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Since the dollar price of the automobiles is con-
stant, the foreign exchange requirement will
decline; the foreign exchange demand slope is
then negative. In this case the demand for auto-
mobiles determines the demand for foreign
exchange, but in more general terms the elastic-
ity of the demand for imports determines the
elasticity of the demand for foreign exchange.

Something similar could happen in the case
of the interrelationship between the export
market and the supply of foreign exchange. The
general conclusion is that the elasticity in the
supply and demand of foreign exchange depend
on the supply and demand price elasticity of
exports and imports.

The central purpose of the elasticity model 1s
to examine the impact of a devalvation on the
trade balance. Let iy and 1y be the demand price
elasticity of exports and imports;8 let £x and &y
be the supply price elasticities of exports and
imports, Then, che effect of a devaluation on the
crade balanice B will be given by the following
general expression:?

de Ex + nx v T Mu

*These elasticities 7y and my are defined positively, i.e., they
have an implicit negative value.

For its analytical derivation see Williamson (1983a); it is
implicitly assumed thar there is initial equilibrinm in the trade
batance.
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The theoretical analysis has focussed on exa-
mining the conditions required for expression
(2.9) to be positive; ie., the conditions required
for a devaluation to improve the trade balance.
This expression (2.9) becomes fairly simple
when some specific cases are cansidered; for this
purpose we will consider only those cases which
are of interest for the Latin American countries,
There are two specific cases (Branson, 1983;
Williamson, 1983a): 1) the small open economy
and 2) the semi-small open economy. Each of
these cases will be considered separately.

For a small open economy the prices of its
exports and imports, Px and Py, are exogenous;
ie, the economy cannot influence the prices of
its exports and imports. From the technical
standpoint this means that the small open econ-
omy has a totally elastic demand for exports,
nx =%, and a totally elastic supply of imports,
£ = . Substituring these values of nyand £y in
expression (2.9), it is concluded that the neces-
sary condition for a devaluation to improve the
trade balance is that £ + ny > 0.1% As these
elasticities are defined positively, in the case of a
small open economy a devaluation necessarily
improves the position of the trade balance
(expressed in dollars).

In the case of a semi-small open economy, it
is assumed that the country in question has a
certain monopely power to set the prices of its
export product; this would be the case for the
export of manufactured goods. In contrast, it has
a totally elastic supply of imports, &y =, 1tit is
further assumed that there are idle rescurces in
the country’s economy, then the supply of
exports will be of the Keynesian type, i.e., totally
elastic, £&x = o°. By substicuting these values of £
and £y in expression (2.9) the Marshall-Lerner
condition is achieved:’* nyx+ my > 1. This
Marshall-Lerner condition meaps that for a
devaluation to improve the trade balance (mea-
sured in dollars) the sum of the demand price
elasticity of imports and exports must be greater
than 1; in other words, if the demands for
exports and imports are inelastic, a devaluation
could exacerbate the existing crade balance
deficit,

197 obtain this condicion the F Hopital Rule must be applied
to expression (2,9) in which gy = gq ==,

g chtain this condition the {'Hopital Rule must be applied
to expression (2.9) in which £y = £y = 2.

At one time in Larin America there were
economists who took a pessimistic view of
imports .and exports elasticity. In the case of
exports it was said that, since the Latin Ameri-
can countries basically exported commodities,
the demand for these exports was a derived
demand and therefore fairly inelastic with
respect to price; thus, a devaluation would not
generate greater demand for the product
exported by Latin America. It was further argued
that the demand for imports consisted mainly of
essential foodstuffs and non-competitive inputs
for which it was difficult to find substitutes in the
production process; this meant that the demand
was inelastic with respect to price. This argu-
ment rejected the effectiveness of devaluation,
on the ground that it could not improve the trade
halance deficit, However, the empirical evidence
shows that the sum of the demand elasticity of
exports and imports is greater than 1; plausible
values for ny oscillate around 0.5 and for nx
around 1.0, Purthermotre, it has been demon-
strated empirically that a (real) devaluarion
improves the trade balance in the long term.1?

To sum up, the elasticity model indicates
that the effect of a (real) devaluation on the trade
balance depends decisively on the elasticity of
exports and imports.

4, Tradeable and non-tradeable goods

The traditional elasticity model uses the dichot-
omy between exportable and importable goods,
and the exchange rate becomes the mechanism
for altering their price ratios; in this case there is
a correspondence between variations in the
exchange rate and yariations in the terms of
trade, However, a country may experience a
deterioration in its 1, despite maintaining a fixed
exchange rate. This points to the importance of
distinguishing between the two concepts t
and e.

An alternative dichotomy is that between
tradeable and non-tradeable goods. Tradeable
goods are those which cross frontiers. If the
prices of exports and imports are exogenous to

"2In this discossion of empirical values and the effect of a
devaluation ir is important to distinguish between the short and
laag tecms; the demand curves aee more inelastic in cheshar et
and more elastic-in the long rerm.
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the country’s economy and moreover constant, it
is possible to aggregate chese goods and obtaina
composite good called a tradeable good. In this
case t; becomes exogenous and independent of
the exchange rate, Non-tradeable goods are
those which are sold and distributed only in the
country's economy; this is because the transport
costs are relatively very high in relation to the
price of the product.!?

In an economy with tradeable and non-
tradeable goods a devaluation causes an increase
in the domestic “peso” value of exports and
imports (or of imports substitutes); thus, a deva-
luation produces increases in the prices of the
tradeable goods, Py, If it is assumed that the
non-tradeable goods do not use imported inputs
and that {nominal) wages remain constant, then
it might be supposed that the price of the non-
tradeable poods, Py, would remain constant.
Accordingly, a devaluation would increase the
relative price of tradeable /non-tradeable goods,
P1/Pn. In short, the exchange rate would
become the relative price Py/Py.

In other words, in the exports/imports
dichotomy the exchange rate is associated with
the country’s t;. In the tradeable/non-tradeable
dichotomy the exchange rate is associated with
the domestic terms of trade of the national
economy,

In the model of exportable/importable
goods, the devaluation operates basically
through the mechanism of substituting the
country's goods with foreign goods. In the model
of tradeable/non-tradeable goods, the devalua-
tion opetates through chree different mecha-
nisms (Bruce and Purvis, 1985): 1) the
substitution of tradeable and non-tradeable
goods in the demand; 2) the substitution of
tradeable and non-tradeable goods in produc-
tion; and 3) the degree of “openness” of the
economy {i.e., the relative ratio of the production
of tradeable and non-tradeable goods is a compo-
nent which measures the flexibility of a country’s
economy in adapting to changes in relative
prices),

A balance-of-payments deficit occurs when
there is excess demand for tradeable goods in the

"*Another reason for the existence of non-rradeable gouds isa
prohibition on the free entry or exic of chis type of goods; very high
tariffs can make an item non-tradeable.

economy. Then, a devaluation will increase the
relative price Pr/Py (tradeable/non-tradeable
goods). An increase in the relative price of trade-
able goods Pr will stimulate the domestic pro-
duction of these goods (exportable goods and
imports substirutes) and will discourage their
consumption; this will cut back the excess
demand for tradeable goods and thus reduce the
balance-of-payments deficit. On the other hand,
a reduction in the relative price of non-tradeable
goods Py will discourage the production of these
goods and free resources for the tradeable sector.
In short, the devaluation is a crucial mechanism
for changing relative domestic prices and direct-
ing output towards production of tradeable
goods; this is essential for the reduction and
eventual elimination of the external deficit.

An important faceor is the speed at which
the output of the tradeable sector responds to
changes in relative prices. There are various
kinds of rigidity which can influence this. Firstly,
there is the possibility of mobilizing productive
resources towards the tradeable sector. Secondly,
it must be remembered that a devaluation has an
inflationary effect; this means thar a distincrion
must be made between a real devaluation and a
nominal devaluation. A nominal devaluarion of
15%, accompanied by domestic inflation of
10%, means a real devaluation of 5%. Taking
the previous example, if an economy has 100%
indexing of all goods, there is an institutional
rigidity in the system which prevents changes in
relative prices; i.e., whatever the nominal deva-
luation, the real devaluation will be zero.

In general terms the inflationary effect of a
devaluation impairs the effectiveness of the
exchange rate as 2 mechanism for changing rela-
tive prices; when there is universal 100% index-
ing, it is practically impossible to alter these
prices.

In the model of exportable/importable
goods a devaluation is an instrument which can
change the country's relative prices and thus
“export” its unemployment. This would seem to
mean that a devaluation increases the country’s
real production. However, the other side of the
coin is that this domestic production increase
generates higher incomes, measured in terms of
the item produced in the country, but this does
not mean at all that it has generated an improve-
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ment in the position of the devaluing country.
What is more, a devaluation canbe "impoverish-
ing” if it causes a large detetioration in the coun-
try's 1) (Kenen, 1985a).

Improvement of the trade balance by means
of a devaluation therefore has real costs for the
devaluing country. A devaluation means a loss of
real purchasing power by the country’s popula-
tion; it is necessary to export a larger number of
tons of sugar for the same number of imported
automobiles. In other words, in the model of
exportable/importable goods the use of a deva-
luation to solve the problem of external imbal-
ance entails a real domestic cost in rerms of loss
of purchasing power.

In the model of tradeable/non-teadeahle
goods a devaluation would seem not ro produce a
change in the t;, as in the model of exportab-
le/importable goods, and accordingly it would
supposedly not have a real cost. However, this
assertion requires deeper analysis.

Let us suppose that there is unemployment
in a country’s economy and that capital is a fixed
factor which cannot be reallocated among the
productive sectors. A devaluation increases the
relative price Pr/Py. From the standpoint of
production, there is thus an increase in profits in
the cradeable sector and a fall in profits in the
non-tradeable sector. Thus, a devaluation produ-
ces a redistribution of income in sectoral terms.
As there is unemployment (and assuming that
wages are not indexed), nominal wages remain
constant in both the tradeable and the non-
tradeable sector. As the devaluation generates
pressure for an increase in the price of the trade-
able goods, there is an increase in the real profits
of the tradeable sector but a general fall in real
wages, From the standpoint of demand too there
is a redistributive effect: those persons whose
consumption includes a greater proportion of
tradeable goods are more adversely affecred. In
short, in this case as well as the devaluation
necessarily generates, at least in the short term, a
decline in the purchasing power of real wages.

Lastly, if the country has a large external
debt, a devaluation means an increase in the
amount of domestic resources which have to be
used to service the debt, and this implies a cut-
back i1n the country’s consumption {or
investment),

5. Summary of the current account
approaches

The absorption model suggests the use of the
incomes mechanism co cut back the level of
domestic expenditure, thus reducing the exter-
nal imbalance; the elasticity model uses the
exchange rate as a mechanism for changing rela-
tive prices with a view to increasing the coun-
try's international competitiveness and thus
correcting the trade imbalance.

In order to reduce the external imbalance,
both models emphasize different elements of
the cost of internal adjustment. On the one hand,
the absorption model indicates that there is a
conflict between internal and external balance
and that a reduction in the external imbalance
causes increased unemployment. On the other
hand, the elasticity model states implicitly thata
fali in the country's real wages is necessary if it is
to increase its international competitiveness.

In fact, the two models are complementary. '
Conceprually, this complementarity may be
viewed from different angles, using the account-
ing framework of the national accounts. As was
stated above, the relationship berween internal
and external imbalance can be seen in expression
(2.22: Y - Z =X - M. In an earlier section it was
argued that while the absorption model concen-
trates on how to reduce the inequality between
domestic expenditure Z and income level Y, the
elasticity model concentrates on the reduction of
the imbalance between exports X and impores
M.

However, a more usual interpretation seems
to focus on the first term of expression (2.2). In
this case the absorption model states the need to
reduce the level of domestic expenditure, while
the elasticity model suggests changing the com-
position of domestic expenditure (and of pro-
duction).'” However, it is also possible to

HFer almost two decades (the 19405 and 1950s) it was
thought that chese two models were antagonistic, and there was a
very sharp dispute berween the advocates of each model. The
elasticiey model was ceiticized for not explaining the mechanisu by
means of which the discrepancy between expenditure and income
is elitnitated. The absorprion model was criticized because ir did
oot show how a country with trade-balance prublems could
improve its international enmpetitiveness.

BThis is what is called “expenditure-reducing” and
“expenditure-switching” in the spetialized publications (Johnson,
1961). '
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observe this complementarity by considering the
second term in expression (2.2). In this case the
incomes mechanism of the absorption model
helps to reduce the level of imports; for its part,
the change in relative prices suggested by the
etasticity model (by means of devaluation)
encourages an increase in exports and the goods
which substitute for them.

Accordingly, the synthesis of the current
account approaches, the "absorption-elasticicy”
model or Keynesian synthesis of the open econ-
omy, states the following: if ewo goals are to be
attained —external and internal balance— two
different instruments must be used; one of them
{which acts on the incomes mechanism} will
have ¢ be used to reduce rhe level of domestic
expenditure and the other (which acts on the
relative prices mechanism) will be used to
change the composition of production and
domestic expenditure. Thus, the two policies
(reduction of domestic expenditure and modifi-
cation of relacive prices) complement each other
in eliminating the external imbalance, and each
of them neutralizes the negative effect of the
other, The increased unemployment generated
by the cutback in domestic expenditure is neu-
tralized by the expanded production of tradeable
goods, which is stimulated by the increased
international competitiveness resulting from
the devaluation.

In this Keynesian synthesis of the open
economy, when there is an external imbalance
which must be reduced, a conflict arises between
unemployment and (real) wages. In fact, the
increased unemployment generated by the cut-
back in domestic expenditure can be offset by the
increased international competitiveness obtai-
nable by means of a fall in real wages.!®

The Swan-Meade graph illustrates c¢he syn-
thesis of the “absorprion-elasticity” model (fig-
ure 6). In this moedel the incomes mechanism'Y
is in the horizontal axis and the relarive prices
mechanism, represented by the exchange rate e,
is in the vertical axis.

Curve II represents the internal balance, or
geomerttic location of the points of equilibrium
of the domestic goods market; in this Keynesian

The possible relationships becween devaluarion, variation
of ‘real wages and unemployment require more extensive ind
derailed analysis than is possible in this article.

Figure 6

SWAN~-MEADE FIGURE OF INFERNAL
AND EXTERN AL BALANCE
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mode! of the open economy the production level
is determined by the expenditure level. Suppose
that initially there is a combination of Y and e
which supplies one of the points of equilibrium
on curve Il Suppose further that a devaluation
takes place; this causes a fall in real wages and as
a result an excess supply of goods; this in turn
causes a cutback in production level Y in order to
reestablish the balance of the domestic goods
market. Accordingly, curve Il has a negative
slope.

Curve EE represents the external balance, or
geometric location of the poines of external
equilibrium. Suppose that initially there is a
combination of Y and e which supplies one of
the points of equilibrium on curve EE. Suppose
further that there is an exogenous increase in the
level of expenditure which leads to an increase in
the production level Y which in turn generates a
balance-of-payments deficit; a devaluation is
necessaty in order to reestablish the external
balance.’? As a tesult, curve EE has a positive
slope,

Figure 6 gives the internal balance II (the
points of equilibrium of the domestic goods
market) and the external balance EE (the points

11 is apparent thm this assuties implicitly that a devaluncion
improves the balance of payments,
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of equilibrium of the balance of payments) in the
plane of incomes Y and exchange rate e. The
points located above and to the right of the
domestic balance of goods II are points at which
there is a surplus supply of goods (ESB), and at
the points located below II there is an excess
demand for goods (EDB). The points located
above and to the left of the external equilibrium
of the balance of payments EE are points at
which there is a balance-of-payments surplus
(SBP) and at the points which lie below there isa
balance-of-payments deficit (DBP). This gives
four areas with different characteristics in which
the internal balance II and the external balance
EE divide the positive quadrant of the plane
(Y, e).

It must be pointed cut that the points of
internal balance II coexist with unemployment
in the labour market. If it is assumed that
employment depends only on the production
level, then the situation of full employment (PE)
could be represented in figure 6 by the product
level Ypg which could be to the right of the level
of Y, corresponding to the intersections of
curves I and EE,

Suppose thac the economy is at point A, the
intersection between internal and external bal-
ance; suppose further thar the economy encoun-
ters severe external restriction. At A production
level Y, implies that there is unemployment.
Suppose that the aim is to eliminate this unem-
ployment and lift the economy to the production
level of full employment Ypr. As there is severe
external restriction, this means that the econ-
omy has to move all the way along curve EE, for
there will thus be no variation in the level of
reserves of the Central Bank. Thus, in order to
achieve full employment the economy must
move from A ro B, and chis requires a devalua-
tion of the exchange rate from e, to ¢, This
illustrates the conflict described above between
the levels of unemployment and real wages for
an economy subject to external restriction.

6. The two-gap model!d

External restriction or a serious shorrage of for-
eign exchange and their impact on the economic

#For a more extensive and detailed crearment of this tupic
sec Bacha (1982).

growth rate are the focus of attention of the
two-gap model. This model was devised in the
19505 by H. Chenery as illustrative of the situa-
ticn affecting the Latin American economies.

The two-gap maodel holds that there ate two
elements which determine the rate of economic
growth of a Latin American economy (or of any
developing country): a) The machinery used for
investment is almost all imported; furthermore,
the production process also requires imported
inputs which are very difficult to substitute in
the country. A foreign exchange bortleneck
therefore impedes growth; this is the external
gap. b) The level of investment is determined
and resiricted by the level of savings. Thus, a
shortage of domestic savings limits the expan-
sion of investment and restricts growth; this is
the internal gap.

Basically, the model states that the flow of
external credit automatically helps to reduce
both gaps; the greater availability of foreign
exchange finances imports of machinery and at
the same cime the increased external savings
supplements the level of domestic savings and
thus facilitates the expansion of investment.

Suppose that a Larin American economy
imports all the machinery used in its production
process; suppose further that there is full vse of
installed capacity in this economy but unemploy-
ment in the fabour force. Let AY be the increase
in the production level, AK the increase in
machinery, and k the technical coefficient of the
marginal capital-product increase. Then, any
expansion of output will require an additional
increase of capital which will be: AK = kAY.

Let A be the level of (total) savings needed to
finance rthe expansion of outpur. Then,
A = kAY This (total) savings A has two compo-
nents: internal savings, A;, and excernal savings,
Ap Then A=A+ Ag

In order to simplify the analysis it will be
assumed that jnternal savings A, is a fixed pro-
portion () of the total income of the economy

Y, let ih be the content of imported inputs in
product level Y. Then,

Yo=(1-m) Y,y, Ai=3 Y, =2 (I-M) Y.
It will also be assumed that external savings
Ay is a constant proportion A of product level Y,

ie, the flow of exrernal credit is a constant
fraction of the GGP. Thus, A; =AY,
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The expansion of the product AY is limited
by the amount of total savings. Thus:

Ay <A - At A
k k
si[a (1-m) Y +AY]
k

Let g be the rate of economic growth; Le,
g = AY/Y. Then, the rate of economic growth
will be restricted by the internal savings gap:

g=t(l-m) +A) (2.10)
k

This expression {(2.10) shows that if the
coefficient of internal savings @ increases ot if
the external saving coefficient A increases, it is
then possible to increase the growth rate g. The
external savings equation will be; Ag= Mg
+M,-X. If it is assumed that exports are a
constant proportiotr of the GGP level X, where
X = X/Y, then we have:

Ap+ X = Mg + M, =AK + @Y
AY + XY = KAY + @Y

The fact that the growth rate is g = AY/Y
means that g will be restricted by the external
foreign exchange gap:

gS..l_ [(R-@) +A] (2.1D)
k

This expression (2.11) shows that the differ-
ential between the exports and imports coeffi-
cients does increase, i.e., the greater the trade
balance surplus, the greater the possibility of
economic growth; something similar happens
for higher A coefficients, for this implies an
increase in the flow of external credit. Expres-
sion (2.11) also shows how negative A coeffi-
clents, i.e,, negative external savings or cransfer
of resources abroad, automatically reduce the
growth level g. When the external gap is domi-
nant, an increased supply of foreign exchange is
very important for the country, for it eases the
external restriceions; in this case the profitabiliry
of an extra unit is relatively very high, for it
makes it possible to increase imports of machin-
ery, which is the factor limiting growth, and at
the same cime to finance the expansion of
investment.

The monetarist approach of the balance of payments!?

The analysis cartied out by means of this
approach is very different from the previous
ones. The monetarist approach of the balance of
payments (MABP) holds thar to analyse a prob-
lem of external imbalance it is necessary to know
what is happening in the balance of payments as
a whole and not only in the trade balance or the
current account balance (as in the previous
approaches): it is necessary to view the whole
and not just one part. In fact, in the MABP the
capital account implicitly plays a central role as a
mechanism for resolving external imbalances.
Throughout the analysis the exchange rate is
assumed to be fixed.

¥Bibliography for this section: Johnson {1976a, b), Hahn
(1977}, Dorobusch ¢ 1980a), Williamson (1983a), Nichans (1984),
Frenkel and Mussa (1985).

Furthermore, the MABP states that a
balance-of-payments problem is a monetary
phenomenon and not a teal phenomenon of
relative prices. Accordingly, what is required is
the kind of analysis and instruments provided by
monetary theory, to analyse an external imbal-
ance problem it is necessary to study the varia-
tions in the money supply. The money supply
can be altered in two different ways: 1) by the
loosening and rtightening of domestic credir,
ii) by variations in the movement of interna-
tional reserves. The kind of monetary policy
applied in this respect is crucial for the analysis
of the balance of payments.

In other words, in the MABP a central role is
played by the effects of the money supply in
conjunction with the financing of the external
imbalance. Accordingly, we will first examine by
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meaas of a simple accounting framework the
interrelationship between the external and the
monetary accounts; then we will consider the
analytical framework and implications of the
MABP.

1. A simple monetary accounting framework

Let H be the money base or high-powered
money; R the level of international reserves; C;
the amount of credit furnished by the Central
Bank to the public sector; and e the exchange
rate. Then, the balance sheet T of the Central
Bank will be:

Central Bank

Assets Liabilities
International High-powered
reserves: R money: H

Loans to public
sector: C,

The formula (in “pesos™) for the Central
Bank’s balance sheet will be:

H=eR +C (3.1)

This simple accounts formula illustrates the
following:

) If the Central Bank intervenes in the
exchange market by selling or buying foreign
exchange (for example, dollars), a change occurs
in the bank’s international reserves and there-
fore a change in the money base H. When the
Central Bank buys dollars it pays with pesos; the
purchase of dollars increases the Central Bank's
international reserves R, and the payment in
pesos increases high-powered money H.

ii) When there is a surplus in the trade bal-
ance of the balance of payments which is not
{exactly) offset by an outflow of money from the
capital account, there is a net increase in reserves
R. This increase in R means that the Central
Bank has made a pesc payment to exporters,
thus increasing the bank’s liabilities. Accord-
ingly, a trade balance surplus produces an
increase in the money base.

Countries with a balance-of-payments
deficit, unless they apply neutralization policies,
usually experience a contraction of their money

base H; countries with a balance-of-payments
surplus experience an expansion of H.

Let M; be the total amount of depaosits (on
current account) of the commerciaf banks, and C,
the amount of loans granted by the commercial
banks to the public and private sectors, Then, the

accounts formula of the commercial banks will
be:

Commercial banks

Asrets Liabilities

High-powered
money: H

Deposits: M,

Loans o public
and private
sectors: C,

Two simplifying assumptions have been
made in this formula; i) all the high-powered
money is held by the commercial banks; 1) the
money supply M, is exactly equal to the total of
deposits, i.e., notes and coins have been omitred
in order to simplify the analysis.

It is assumed that there is a simple relation-
ship between the money supply M, and the
money base H: M; = aH, where « is the mone-
tary multiplier (@=1).

The accounts formula of the commercial
banks will then be:

H+C =M, (3.2)

Then, when there is an increase in reserves
R which is not neutralized, there will be an
increase of AH in the money base. This increase
of AH in high-powered money produces an
increase of AM, in the money supply; as the
monetary multiplier is greater than 1,
AM, > AH. In order to reestablish the accounts
formula (3.2), an increase is required in the loans
granted by the commercial banks, In fact, the
increase in this lending will be: AC, = (-1} AH.

If the total domesticcredit C, = C, + C,, cor-
responding to the total loans provided by the
Central Bank and the commercial banks to the
public and private sectors, then the accounting
balance for the entire consolidated banking sys-

“tem (Central Bank and commercial banks) will

be:
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Comnsolidated banking sysiem

Assets Liabilities
International Deposits: M,
reserves: R
Domestic
credic: C;

The accounts formula (in pesos) for the con-
solidated banking system will be:

eR+C. =M, (3.3}

By introducing the money base into expres-
sion (3.3) by means of the equation M, = aH, by
using incremental variations A of R, C, and H,
and by keeping the exchange rate fixed, expres-
sion (3.3) becomes:

eAR + AC; = aAH (3.4)

In order to simplify the analysis for a
moment, let us assume that AC, =0; then, any
increase in the international reserves R will
expand the money base H (see expression 3.4}.
On this point the IMF holds that the accumula-
tion of internarional reserves, unless there is a
neutralization policy, will increase the money
supply and therefore speed up inflation.

If we now assume, in order to simplify the
analysis for a moment, thar AH =0, then
expression (3.4) shows that any increase in the
international reserves R will cz# back domestic
credit; on the other hand, any expansion of
domestic credit will reduce the inrernational
reserves. This relationship between interna-
tional reserves and domestic credit is the ceneral
relationship of the monetarist approach of the
balance of payments.

The monetary effects of variations in inter-
national reserves on the money base can be
offset by means of neutralization policies. An
economy with a balance-of-payments deficit, or
which has to cransfer foreign exchange abroad,
can offset the contraction of the money base by
meaas of two different mechanisms: i) domestic
transactions in financial assets, Le., the purchase
by the Central Bank of bonds and other instru-
ments of the public or ptivate sector, thereby
increasing the money supply at its initial level;
if) reduction of impotts,

2. The analytical model of the
monetarist approach of the
balance of payments

As stated earlier, according to the MABP a prob-
lem of external imbalance is fundamentally a
monetary phenomenon and »ot a real pheno-
menon (it is not a problem of relative prices),
Thus, the appropriate type of analysis is the
monetary analysis; in other words, in order to
study.a problem of external imbalance, it is
necessary to analyse changes in the money
supply. As can be seen from expression (3.4),
this money supply can be altered by variations in
international reserves or in the level of domestic
credit. Accordingly, the economic policy decision
is crucial for the analysis of the balance of
payments.

The balance of payments of a given country
is the difference between earnings and payments
in foreign currency received and made by the-
couniry’s economic agents. A deficit in this bal-
ance means that the payments which have to be
made in foreign currency are greater than the
earnings. Then, the crucial question is, how to
finance the deficit?

Suppose that it is importers who require
foreign exchange to make payments in foreign
currency. These importers will obtain this for-
eign exchange from the Central Bank. This pro-
cess has two distinet effects: 1) a reduction of the
Central Bank’s international reserves, the
amount of which is finite; 1i) a decline in the
money supply, which will produce a cut back in
aggregate demand and therefore a drop in the
level of economic activity.

Thus, if the level of economic activity falls,
there is also a reduction in the leve] of domestic
expenditure by economic agents, to below their
incomes; this eventually generates a surplus
which helps to eliminate the balance-of-
payments problem. Therefore, a simple and
automatic mechanism is available to sclve a
problem of external imbalance.

However, if this imbalance persists, it means
that the mechanism described above is not work-
ing. Therefore, according to the MABP there will
have to be a separate and special mechanism for
financing and carrying the persistent balance-of-
payments deficir; the existence and operation of



190

CEPAL REVIEW No. 32 / Angust 1987

this special mechanism is the main cause of the
persistent external imbalance.

According to the MABP, the special mecha-
nism which finances and maintains the balance-
of-payments deficit is the neutralizarion policy
of the Central Bank. Since the shortage of for-
eign exchange reduces the amount of money in
the economy, thus generating an economic cut
back, the Central Bank tries to neutralize the
monetary impact of the fall in international
reserves to prevent any reduction in the level of
economic activity. To this end it uses internal
transactions in financial assets to increase the
level of domestic credit and thus to prevent the
fall in the level of economic activity.

Then, according to the MABP, when the
Central Bank uses a neutralization policy to
absorb the monetary impact of che fall in inter-
national reserves, it is financing and maintain-
ing the balance-of-payments deficit and
preventing its reduction. Therefore, the expan-
sion of domestic credit is the special mechanism
which generates the persistent external imbal-

.ance. The balance-of-payments deficit can be
eliminated only if chere is a change of monetary
policy to prevent the neutralization of the mone-
tary impact of a decline in the level of interna-
tional reserves.

A simple analytical model will now be used
to illustrate the main assumptions and effects of
the MABP,

It is assumed that the economy has a single
composite product which is internationally
tradeable. This implies the assumption that the
system of relative prices of the various goods
remains coastant. It is further assumed that the
single price law rules in this economy; ie., that

the country’s economy is totally integrated in the -

world economy and that there is perfect arbitra-
tion of the prices of the goods. Let P be the
domestic price of the {tradeable} composite pro-
duct expressed in pesos and P* the international
price expressed in dollars. Thus, the single price
law is expressed as:

P = eP* (3.5)

Let us now assume that the economy is opet-
ating at a level of output of full employment, i.e,,
that Y = Y. The implicit assumption in this case
is that there is complete flexibility in the prices
and wages mechanism.

D
‘The demand for real money,M_ is a trans-

P

actional demand, ie., it is only a function of the
level of real income Y.

0 .
M -1 (3.6)
P

The (peso) money supply M is determined
by the accounts formula described earlier:

M*=C, +eR (3.7)

Balance in the money market requires that
MP = M5 then:

C; + eR =PL (Y) _ (3.8)

By substituting in (3.8) the expression (3.5)
of the single price law and assuming a level of
output of full employment, we have:

C, + eR = eP* L(V) (3.9)

In a fixed exchange rate system the second
term of expression (3.9) is constant, since P¥ is
exogenous and ¥ is the level of output of full
employment. Then, using the notation* for the
rate of change of one variable,? expression (3.9)
becomes:?2!

.

C

-~
R =T
e

(3.10)

The meaning of expression (3.10) is very
direct: the expansion of domestic credit C, pro-
duces a fall in the level of international reserves;
in other words, the increased domestic credit
generates a balance-of-payments problem. In
shore, the central message of the MABP is that
domestic credit is the factor determining the
external imbalance.

In other words, the MABP holds that if the
Central Bank does not use neutralization poli-
cies, an automatic mechanism in the economy
will eliminate any external imbalance. This auto-
matic mechanism operates in a similar way to
the gold standard.

¥This notation means that, for example & = I}E

R
The rate of variation of a constant is zero and therefore the
second term of expression {3.9) equals 0.
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As we saw in the first section, the automatic
miechanism of the gold standard functioned in
the following manner: a balance-of-payments
deficit meant an outflow of gold; this reduced the
money base in the country’s economy. The con-
traction of the money base through application
of the quantitative theory of money produced a
tall in domestic prices which made it possible to
expand exports and reduce imports, thereby
eliminating the initial balance-of-payments
deficit.

We shall now observe the functioning of the
automatic MABP mechanism in the case when
there is no mobility of financial capital. To sim-
plify the analysis, let us suppose that there is a
fixed exchange rate and that the money base
changes only in response to variations in the
international reserves (this would be equivalent
to a dollar standard). In this case a balance-of-
payments deficit will mean a fall in the Central
Bank's international reserves which will reduce
the money base; as a result, the amount of money
in the economy will decline. In the MABP, since
the single price law is operating, domestic prices
cannot vary, as they are determined exogenously
in the international market. Thus, the decline in
the quantity of money means a drop in the real
money wages in the economy, which generates
an excess demand for real wages. Economic
agents try to adjust their money wages to restore
the desired levels of reserves; to do this, they
must cut back their expenditure as a proportion
of their income and this means a reduction in the
balance-of-payments deficit. This phenomenon
is repeated until the deficit is eliminated.

In the case when there is mobility of finan-
cial capital the automatic MABP mechanism
operates as follows: a balance-of-payments
deficit means a fall in reserves which reduces the
money base and the amount of money in the
economy. The reduction in the quantity of
money pushes the interest rate up above the
level of the international interest rate; this inter-
est rate differential atrraces loans and financial
capital into the country, and this makes it possi-
ble to reduce and eventually eliminate the
balance-of-payments deficit.

As can be seen in this latter case, the interest
rate (and not the exchange rate) becomes the
mechanism which balances the balance of pay-
ments. In the MABP the capical account has a

central role in solving the problem of external
imbalance; in order to generate a flow of finan-
cial capital into the country, the interest rate
must be left free to rise.

Thus, an implicit assumption of the MABP is
that there is an unlimited supply of external
credit, so that only a small differential between
the domestic and the international interest rate
is sufficient to produce an influx of financial
capital. However, the reality of the Latin Ameri-
can economies is somewhart different, and today
we are seeing that when the amount of foreign
debt as a proportion of GGP reaches a given level
(or when the foreign debt service reaches a given
percentage of the value of exports), the supply of
external ¢redit becomes extremely inelastic.

The following are the main conclusions of
the MABP:

a) A devaluation has no effect on the relative
prices in the economy; this is diametrically
opposed to what is suggested by the elasticity
model. According to the MABP, a nominal deva-
luation does not change relative prices, as it
generates an inflacionary effect of the same mag-
nitude; ie., the devaluation is transferred totally
to the final prices of goods. The initial assump-
tions of the MABP lead inevitably to this resulr,
all the goods are tradeable, and the single price
law prevails.

In the MABP model devaluation is not an
instcrument for correcting an imbalance in the
current account; however, it might be thought
that a devaluarion would have a temporary effect
on the balance of payments by altering the level
of real wages in the economy and thus the level
of domestic expenditure, In other words, given
the assumption of perfect substitution amoang
goods {constant relative prices), in the MABP a
devaluation could affect the balance of payments
only by reducing domestic expenditure through
the mechanism of real wages.

In fact, the MABP views the interest rate and
not the exchange rate as the instrument which
has relarive advantages in solving an external
imbalance problem. According to the MABP, as
the system of relative prices is constant, it will be
necessary to influence the capital account and
not the current account in ordet to cotrect a
balance-of-payments deficit; the interest rare
will be the instrument of greatest impact on the
behaviour of the capital account.
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b) In Latin American countries with infla-
tion the MABP and, in particular, the single price
law have a simple effect of controlling inflation.
The single price law (expression 3.5) becomes,
in terms of rate of change:

P=2¢+pP (3.11)

where B is the domestic inflation, P* is the
external (or international) inflation, and é is the
variation in the exchange rate. Then, if the
exchange rate is fixed, we have é =0, and there-
fore P = P*: i, the domestic inflation is equal
to the international inflation. Furthermore, if a
rule of active mini-devaluation is used, in which
the exchange rate is modified at a rate lower than
the differenrial between domestic and external
inflation, the increase in domestic prices is
checked.

It should be noted chat in cthese two cases the
exchange rate is used as an economic tool to
control domestic inflation.

<) The Central Bank should not use a neu-
tralization policy to absorb the monetary impact
of variations in international reserves. This is
because under a fixed exchange rate system,
according ro the MABP, the Central Bank loses
control of monetary policy; i.e., monetary policy
becomes totally endogenous.

d) In order to correct a balance-of-payments
deficit it is essential to control the expansion of
domestic credit. It is necessary to study the causes
of the expansion of domestic credit; in general
terms, according to monetarist economiists,
these causes are associated with the existence of
a fiscal deficit. As will be seen below, this is why
the IMF sets a limit on the fiscal deficit as one of
the quantitative cargets of an external adjust-
ment programme,

e) In its extreme version the MABP holds
that balance-of-payments imbalances are symp-
toms of monetary imbalances which can only be
resolved through the operation of the automatic
mechanism of “variations in international
reserves-changes in the nominal money supply”,
which functions through the interest rate or real
wages or both; accordingly, no specific policies
are required to cope with an external imbalance,
except perhaps to stop doing certain things
which were being done, such as the application
of neutralization policies or limitation of inter-
est rate increases. A devaluation or import res-
trictions are merely substitutes for monetary
contraction which act by reducing the level of
real wages instead of reducing the nominal
money supply; therefore, their effect is only
transitory (Kenen, 1985a).

Current account approaches??

In economic publications prior to 1970 move-
ments of capital were associated mainly with
direct investment by transnational corporations.
In the 1970s however, the financial flows asso-
ciated with external borrowing acquired greater
quantitative importance than commercial flows.

This dichotormy also has a theoretical coun-
terpart. The capital account approaches of the
period before 1970 corresponded to flow mod-
els; as the financial flows were not very large, the
theoretical analysis consisted simply in adding

22Bibliography for this section: Durnbush (1980a, by, McKin-
non (19813, Williamson {1983a), Frenkel and Mussa {1985}, Mar-
stan (1985), Kenen (1985a).

extra equations to the existing current account
models. In the 1970s the developed countries
introduced the floating exchange rate system,
and there was increasing integration of the
short- and long-term capital markets, It can thus
be seen that the position of the current account
(deficit or surplus) is not a good measure of the
external imbalance and therefore not an indica-
tion of what must be done with the exchange
rate. On the other hand, the frequent and contin-
ual changes in the exchange rate parities of the
currencies of the developed countries suggest
that the exchange rate is rather the relative price
of different assets (the currencies of each coun-
try} than the relative price of the tradeable goods



THEORETICAL APPROACHES TO EXTERNAL ADJUSTMENT / P. Meller 193

tn the current account, It is impossible to believe
that the relative prices of tradeable goods can
vary at the same speed as the exchange market.
Hence the models of capital account assets,
which are in fact an extension of the MABP; in
these assets models attention is focussed on the
~very short term, ie., on the dynamic inter-
reaction between variations in international
reserves and the money supply and the effect of
this on the exchange rate. Assets models are
basically designed to explain the exchange rate
instability in the developed countries under the
floating system.

1. Flow modelr

In publications prior to 1970 one of the follow-
ing alterpatives was adopted with respect to
capital movements {Dornbusch, 1980b; Willi-
amson, 1983a): a) It was assumed that these
financial flows are exogenous. by It was believed
that variations in the capital account reinforce
what happens in the current account. When the
current account is in a poot condition, the capital
account suffers an even greater deterioration: for
example, if there is a current account deficit, the
possibility of devalvation prompts a flight of
capital. In other words, the mobility of capirtal is
proportional to what happens in the current
account; what is more, the proportionality factor
could be greater than 1 (something of this kind
occurred in Latin America in the 1970s and
1980s: morz was lent ro those who had more,
and less was lent to those who needed it most).
¢) The influx of capital into a country was made
to depend on the differential between the
domestic interest rate i and che international
interest rate i*. This latter alternative will now
be considered in greater detail.

The simpiest models of the open economy
were obtained by adding the trade balance equa-
tion to the simplest model of the current
account. Similarly, the simplest model which
incorpurates the capital account is obtained by
adding two equations to the current account
models: a) An equation representing the influx
of capital F, where F is a function of the interest
rates 1 and 1¥%; i.e., F =F(i, i*). This assumes a
fixed exchange rate system. Then, if F2> 0, it
means that the country has obtained external

credit, or that foreign agents are acquiring the
counity's debt. D) An equation representing
yariations in international reserves R, where
R =B + F (in this case, B is the trade balance}.
We thus have a new definition of external imbal-
ance: R = 0 (instead of B = 0), which means that
external balance occurs when there are no
changes in the Central Bank's supply of interna-
tional reserves.

The incorporation of the capital account in
the open economy models is achieved by means
of adding extra equations to a global model of the
current account, and there are two important
consequences: a) The interest rate emerges
explicitly as a mechanism for achieving the
external adjustment. b) In the current account
models in which there is no capital mobility,
tiscal and monetary policies are totally inter-
changeable with respect to their impact on the
external imbalance, and it is therefore usual to
talk about policies to control domestic expendi-
ture Z. But when the current account is incorpo-
rated it is necessary to distinguish berween fiscal
and monetary policy, for monetary policy has an
effect on financial flows and vice-versa.

Suppose that there is a small open economy
with a fixed exchange rate in which the Central
Bank does not neutralize the monetary impact of
variations in international reserves. The same
mechanism of the 1S$/IM model of the closed
economy?? can be used to analyse the effect of
financial flows in this economy. We will now
consider briefly the relative effectiveness of fis-
cal and monetary policy with respect to financial
flows.

In the initial stage the economy is at point E,
(figure 7) with a level of economic acrivity Y,
interest rate I, and external balance. Suppose
that there is an exogenous increase in govern-
ment expenditure which shifts 1S, to IS; the
new balance will be E| with a bigger product Y,
and a higher intetest rate i). This is all thar would
happen in 2 closed economy. Suppose that
initially there is ne capital mobilicy. Then, che
increase in the level of economic activity from Y,
1o Y, will produce a balance-of-payments deficit

UThe terms 18 and IM are, vespectively, che abbreviations of
invesement {13 equal o savings (8) (balaoce in the goods market)
and money demand (L) equal to money supply (M) (balance inthe
money arket).
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(BED) which in turn will cause a fall in interna-
tional reserves, as the Central Bank does not
neutralize the monecary impact of variations in
reserves, there is a contraction in the amount of
money and therefore a movement of IM; IMg
shifts towards IM | until the BPD is eliminated,
ie., until level of activity Y, is restored. This
means that the point of balance will be E; with
an interest rate of i,. The expansionary stimulus
of fiscal policy is totally neutralized by the reces-
sionary effect of monetary policy which is neces-
sary to eliminate the balance-of-payments deficit
generated by the higher level of economic activ-
ity (it must be remembered that there is a fixed
exchange rate),

But if there is capital mobility in this econ-
omy, a fall in international reserves does not
have to occur. In fact, when the economy shifts
fram E, to E,, the increase in the interest rate
from i, to i; attracts an influx of capital which
helps to finance the balance-of-payments deficit
generated by the new level of economic activity
Y ,; the movement of IM does not then occwr and,
as a result, the new level of Y can be maintained
as long as the financial flow attracted by the
relative higher interest rates lasts. (It is implic-
itly assumed that iy corresponds to the interna-
tional incerest rate i*.)

Using the IS/IM framework we can now see
the interaction between monetary policy and
capiral mobility. Suppose that the economy is at
position Ey with a product level Y and interna-

Figure 7

tional interest rate i* {figure 8); suppose further
that initially there is balance-of-payments equili-
brium and a fixed exchange rate. Let us now
consider the impact of an expansionary mone-
tary policy in increasing the level of activity Yy
monetary expansion would shift IM, rowards
IM, producing a new position of E, with a pro-
duct Y, and a lower interese rate i). This would be
the result in the case of a closed economy. Bur in
an open economy, unless there is capital mobil-
ity, the expansion of economic activity from Y,
to Y, will cause a balance-of-payments deficit (in
the current account); there will then be external
imbalance at E, which is financed by a fall in
intetnational teserves, and as the Central Bank
does not neutralize the monetary impact of this
fall, there is 2 monetary contraction which shifts
IM, until it recovers its original position IM,,
thus eliminating the balance-of-payments
deficit. Thus, in an open economy with a fixed
exchange rate monerary policy is ineffective in
generating an increase of economic acrivity,
since the expansionary monetary effect is totally
offset by the recessionary monetary effect pro-
duced by the fall in international reserves. Furth-
ermore, if there is capiral mobility, the fact that
the interest rate i, {at E,) is lower than i* makes
the monetary policy even less effective, for capi-
tal will be caused to flow out of the country in
response to the interest rate differential; this
flow will cease only when the interest rate
returns to i*.

Figure 8
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Fipure 9 .
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For a small open economy with a fixed
exchange rate and capital mobility it is helpful to
use the graph of the IS/IM (of the closed econ-
omy) with the addition of cthe equilibrium ratto
corresponding to the balance of payments. The
external equilibrium of this balance occurs when
there are no variations in the Central Bank’s
international reserves; let this be line BP (fig-
ures 9 and 10). Then, let us assume that there is
a point of equilibrium of BP in the plane (Y, 1) of
the IS/IM; an expansion of the level for eco-
nomic activity Y will cause a balance-of-
payments deficit requiring, for the restoration of
external balance, an increase in the interest rate
to attract an influx of capital to finance and
eliminate the deficit, this means thar the geo-
metric position of the points of external balance
has a positive slope in the plane (Y, i), and this is
what is shown by line BP in figures 9 and 10. At
the points to the right of BP there is a balance-
of-payments deficit; at the points to the left, a
surplus.

Suppose that the small open economy is at
point Eq of iatersection of IS and IM (figure 9),
with a product level Y, and interest rate ip. This
position E, is beyond line BP; this means that
there is disequilibrium in the balance of pay-
ments, and in this case there is a deficit. In order
to achieve external and internal equilibrium
simultaneously in the goods market, the econ-
omy has to shift from Eyto E, which is the point
of intersection of IS and BP. I this case, if there

Figure 10
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|
|
!
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is no neutralization policy on the part of the
Central Bank, the balance-of-payments deficic
causes a fall in international reserves which
reduces the money supply and shifes IM towards
the left; this forces the interest rate up, attract-
ing an influx of financial capiral. All this means
that eventually IM will cut IS at the same point
E,, which is where the deficit which activates
this mechanism is eliminated. In this case the
elimination of the external imbalance 1is
achieved at the cost of a fall in the Jevel of
economic activity (Y, falls to Y); this is similar
to what was observed in the absorption and
MABP models; -the main difference is in the
mechanism which eliminates the external
imbalance, which in this case is solely the inter-
est rate.

Let us now assume that the small open econ-
omy is at point E; of intersection of IS and IM
with Y, and i, (figure 10) and that the aim is to
reach position E; at which there is a level of
economic activity of full employment Yy and
external balance (E! is above BP). For the econ-
omy it move from Eg towards E,, IS and IM must
be shifted simultaneously so that they intersect
above BP at E,. In this case it is possible to
observe the role of capital mobility in eliminat-
ing the conflict between internal and external
balance which exists in the absorption model. As
was seen earlier in the discussion of this absorp-
tion model, although two tools were available
—fiscal and monetary policy— it was not possi-
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ble to achieve two objectives at once, ie., to
achieve internal and external balance simultane-
ously. But this is now possible and there is evena
distinctive element in the role of the tools. The
fiscal policy shifts IS until it cuts BP at point E,
(figure 10), thus achieving the produce level of
full .employment Ypy; the monetary policy is
designed to increase the interest rate and thus
acrract external credic to finance the expansion
of economic activity,

All chis is achieved under a fixed exchange
rate system, i, without any change in relative
prices. In this case the fiscal policy is designed to
achieve the domestic goal of full employment,
and the monetary policy, acting through che
interest rate, becomes the mechanism for secur-
ing external balance.

This analysis is based on the traditional
Mundell-Fleming model; the simplest version of
this model assumes the existence of whsolute
capital mobility. The basic assumptions of this
madel are: a) A smallopen econamy wich a fixed
exchange rate and no likelihood of devaluation.
b) Absclute capical mobility. The first assump-
tion produces an exogenous interest rate equal to
i*. The assumption of absolute capital mobility
means that there is perfect substitution among
internal and external financial assets. Then, if
the domestic interest rate is higher than i¥, for-
eign investors will acquire domestic assets
(debt); if the domestic interest rate is below ¥,
the country's Investors will acquire foreign
assets, and foreign investors will sell their
domestic assets. This means that the economy
has a totally elastic supply of capital; line BP in
figures 9 and 10 then becomes totally elastic
with respect to the interest rate i*. ¢) The level
of economic activity is determined by aggregare
demand.

The Mundell-Fleming model with absolute
capital mobility and instantaneous adjustment in
the assets market suggests that the adjustment
of the balance of payments in response to an
external imbalance is #of a gradual process in
which the money supply in the country’s econ-
omy adjusts gradually to the losses and gains in
international reserves cansed by shifts in the
balance of payments; there is in fact an almost
instantaneous adjustment in which the level of
reserves responds rapidly to che capital move-
ments. In this model any expansion of the

money supply is immediately neutralized by the
capital flows, Let us suppose that the Central
Bank wishes to expand the product level by
increasing the amount of money. This monetary
expansion pushes the interest rate down below
i*; this leads to a "battle” between the country’s
money and assets, i.e., economic agents buy for-
eign assets (for example, dollars and foreign
bonds) from the Central Bank, thus causing a
contraction of the money supply which ceases
only when the interest rate returns to the level of
i* Therefore, given absolure ¢apital mobility,
monetary policy is a completely ineffective
means of altering the level of economic activity;
however, this policy is a useful tool for regulat-
ing and controlling the level of international
reserves of the Central Bank.

Furthermore, the Mundell-Fleming model
shows that an expansionary fiscal policy is an
effective means of increasing the level of eco-
nomic activity; owing to the absolute mobility of
capital, the increase in fiscal expenditure {(or
reduction of taxes) is financed by foreign
borrowing.

To sum up, the Mundell-Fleming model
shows that in a small open economy with a fixed
exchange rate fiscal policy is very effective and
monetary policy totally ineffective as a means of
altering the level of economic activiry.?4

Now, if the exchange rate begins to change
in response to the overall balance of payments,
an expansionary policy which pushes the domes-
tic interest rate up can cause the counrry’s cur-
rency to be revalued. Let us suppose that an
expansionary fiscal policy is in force and it
increases the aggregate demand or domestic
expenditure; this increases the levels of product
and income and, therefore, the money demand.
Then, even when the Central Bank keeps the
money supply constant, the increased money
demand forces the interest rate up above the
value i*; this positive interese rate differential
ateracts capital into the country and, if there are
no restrictions on its entry, a balance-of-
payments surplus can occur. This generates
pressures for revaluation of the exchange rate;
the revaluation causes the country to lose inter-
national competitiveness and the trade balance

#This kind of conclusion is rocally reversed when there is a
free exchange rate.
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warsens; this evencually affects the initial
expansion of output. In this case the increase in
the domestic interest rate which causes the
influx of capital leads to.a revaluation of the
exchange rate; accordingly, the capital account

surplus (or the balance in general) eventually.

determines what happeans to the current account.

2. Rejerw.r models

The main problem of the flow models just des-
cribed is that only a small incerest rate differen-
tial causes a permanent flow of capital,
independently of what happens to the assets
portfolios of economic agents or countries. This
theoretical problem is solved in the models of
current account assets; in this case it is held that
financial flows are the result of more general
adjustments in the whole portfolio of the eco-
nomic agents; this portfolio contains different
kinds of asset, including the country’s money and
foreign money, the country’s bonds and foreign
bonds, etc.

From the analytical standpoint, the transfor-
mation of a flow model into a2 model of capital
account reserves could be reduced to the substiru-
tion of the expression F = F(i, i*) by an expres-
sion of assets reserves K, in which K = K{i, i*).
However, the analytical change is rather more
profound. The exchange market becomes just
another of the various assets markets, and the
exchange rate becomes the price of just another
asset.

As was pointed out earlier, assets models are
basically designed to explain the great exchange
rate instability in the developed countries during
the 1970s and 1980s under the floating exchange
rate system. In view of the variety and frequency
of exchange rate fluctuations, it was inferred that
they could not be reflecting what was happening
in the real pare of the economy, for the goods
market and the relative prices of the goods did
not have such an unstable structure. It was con-
cluded by analogy that the exchange market
behaves in the same sort of way as the stock and
financial assets markets; the various currencies
were thus assimilated to different types of asset,
with perfect ot imperfect substitution among
them. Finally it was concluded that each currency
was just another asset in investors’ portfolios
and that the price of this asset or the fluctuations

in this price depended on interest rate differen-
tials and risk factors (Dornbusch, 1980b). Given
the existence of highly integrated capital
markets, there must be interest rate arbitra-
tion;?’ as the currency of every country is an asset
whose price fluctuates, then:

i=i*+E® {4.1)

where & is the rate of variation of ¢, and E (8) is
the expected value of the rate of variation of the
exchange rate,

Expression (4.1) can be expressed in another
way:

E@ =i-i* (4.2)

In this expression (4.2) the differential
between the domestic and international interest
rates measures the expectation of devaluarion on
the part of economic agents. This was the mean-
ing attributed in some Latin American econo-
mies (Argentina, Chile, etc.) to the enormous
relative value achieved by the domestic interest
rate at the end of the 1970s.

In general terms, expression (4.2) estab-
lishes the relationship between monetary policy
and exchange rate fluctuations; i.e., exchange
policy is #ot independent of monetary policy.
Under a free exchange rate system the prevail-
ing exchange rate and fluctuacions in it are very
sensitive to the expectations of economic agents
with respect to what will happen with monetary
policy; the Central Bank can diminish the effect
of these expecrations by demonstrating its deter-
mination to manage the money supply 50 as 1o
permit only small variations in the exchange
rate. To sum up, the turbulence in the exchange
markets, according to expression (4.2), was the
result of erratic monetary policies applied by
some central banks (McKinnon, 1981).

3. Implications of the capital
account approaches

a) The capital account approaches illustrate the
role which the capital account can play in a
situation of external imbalance. On the one
hand, financial flows can circumvent the

1 the exchange rare is fixed and chere is no likelibood of
fluctuation, interest rate parity is achieved: i = i*.
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dilemma of internal and external imbalance in
the absorption model. On the other hand,
exchange policies determined exclusively by
what happens in the current account can have a
negative impact on the assets marker; in this
connection, the higher price of foreign currency
in the parallel exchange markets and the flight
of capital are recurrent phenomena in the Latin
American economies.

b) Nevertheless, exclusive concentration on
the capital account as the central element in the
balance of payments and detetmination of the
exchange rate can lead to total disregard of the
imbalance in the current account and revaluation
of the exchange rate, which causes increasing
decertoration in the current account. The coun-
try’s economy loses internarional competitive-
ness and the production of tradeable goods is cuc
back. If foreign borrowing is used for a pro-
longed period to finance the current account
deficir, the foreign debt can reach relatively high
levels, as has happened recently in the Latin
American economies.

¢) An extreme version of the capital account
approach holds that the external imbalance is
caused exclusively by the imbalance in chis
account; e, what happens in the current
account depeads oa what happens in the capital
account. Let us consider this in greater detail.

Using the basic accounts formula of national
accounts for the open economy: Y =EC+I1+G+
X - M, it is possible to substitute Y - C= A +T,
where A is private savings and T taxes; i.e., the
difference between income and consumption
corresponding to savings and taxes. Thus:

(A-D+(T-G)=X-M (4.3)

In this expression (4.3) (T - G) represents
the government's fiscal deficit and (A-1)
trepresents the deficit of the private sector in its
saving-investment decisions (it is implicitly
assumed that all investment is private).

The second term of expression (4.3} repres-
ents the trade balance (or current account). Dis-
equilibrium in the trade balance means
disequilibrium in the first term of (4.3), Le, in
the saving-investment decisions of the country's
economy. The capital account approach suggests
that it is che imbalance in the saving-investment
decisions which generates the imbalance in the

current account; ultimately, moreover, the prob-
lem lies in the fiscal deficit.

On the assumption of a perfectly integraved
capital market, the private sector uses i* as the
central variable in decision-making; savers use i*
in their decisions to buy assets, while investors
compare the rate of return of various projects
with the value of i* If there is an appreciable
difference between private saving and private
investment, there will be purchase or sale of
foreign financial assets by the private agents in
the country’s economy, and it is this pheno-
menon which determines che deficit in the trade
balance. In other words, it is the shortage of
(domestic) savings in the country's economy
which generates the requirement for external
savings or imbalance in the current account; ie,
the capical account imbalance is the factor which
determines the current account deficit.

In general terms, an increase in the trade
balance deficit can be due to an increase in the
deficit either of the private sector or of the
government. Assuming that the private sector's
deficit is very small in.relation to the govern-
ment’s deficit (ot thar there is balance in the
saving-investment decisions of the private sec-
tor), then the fiscal deficit is the factor which
determines the external imbalance.

Using this kind of argument, McKinnon
(1981) and to some extent the IMF conclude chat
the basic cause of an external balance is a fiscal
deficit. Thus, what has to be done to solve a
problem of imbalance in the current account is to
eliminate the fiscal deficit; it will nor even be
necessary to change the exchange rate, for this
rate is a price determined in the assets market.
From this standpoint, the exchange rate is not
the most suitable tool for determining the bal-
ance between the saving-investment decisions of
the country’s economy (McKinaon, 1981),

However, this assertion is questionable: it is
possible to have an economy, even with a fiscal
surplus, in which external imbalance originates
in a sudden worsening of the terms of trade; in
this case it will be the deterioration in the trade
balance which could transform a fiscal surplus
into a fiscal deficit through a decline in tax collec-
tion generated by a loss of earnings in the
EXPOrts Sector.

d) One of the main conclusions of the capital
account approaches is that monetary policy and
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exchange policy are not independent. Free
movement of capital and free convertibility of
various currencies mean that the central banks
have serious problems in controlling the
exchange rate and adjusting the money supply by
official intervention. Changes made by economic
agents (transnational corporations, commercial
banks, private investors, etc.) in their portfolios
can impede and even neutralize the (independ-
ent) monetary policy which the central bank of a
small open economy with a fixed exchange rate
wishes to apply.

Free movement of capital means that the
domestic interest race will eventually equal the
international interest rate; the central bank can-
not then regulate the interest rate, for it has

become exogenous to the country’s economy. If
thete is a fixed exchange rate, the monetary
policy becomes endogenous. Inshort, the central
bank of a small open economy, with free move-
ment of capital and a fixed exchange rate, loses
economic policy instruments.

e) In a small open economy with a fixed

‘exchange rate and free movemenc of capital,

monetary policy is a completely ineffective
means of altering the level of economic activity,
for the flows of capital offset any monetary con-
traction or expansion, In contrast, fiscal policy is
a very effective means of increasing the level of

domestic output, for the flows of capital finance
the domestic expansion.

The IMF adjustment programme?¢

In this section we consider the justification and
economic logic of the adjustment programme of
the Internacional Monetary Fund (IMF) and
indicate the objections raised against it in spe-
cialized Latin American publications.

Although in general terms the IMF pro-
gramme has enabled the Latin American econo-
mies to atrain the goal of reducing the external
imbalance, the consequent internal cost has been
high in terms of reduced employment and pro-
duct, lower real incomes and lower real wages.
At the same time che distribution of this cost has
been unfait, for it has been particularly hard on
lower-income workers and social groups.

This gives rise to a number of questions. Is it
really necessary to have to pay such a high
domestic cost to achieve the external adjust-
ment? What kind of changes would have to be
made in the IMF programme to reduce the costs
of the adjustment? Would these be changes in
the kind of policy or only in the level at which the
policy is applied?

Y*Bibliography for this section: Bacha {1983}, Buira ¢ 1983),
Massad and Zahler (1984), Ground (1984, Dornblsch (1982),
Williamson (1983b), Killick {1984).

1. Conceptual frameworé of the
IMF programme

The IMF's main premise is that external imbal-
ance is caused by internal imbalance. If a country
has a balance-of-payments deficit, it is because it
is spending more than it produces, i.e,, it is living
beyond its means. Thus, the IMF programme is
designed fo bring the level of expenditure into
line with the level of income.

There are two kinds of balance-of-payments
imbalance: transitory or temporary, and funda-
mental or permanent. Temporary imbalances
are usually cansed by factors of a monerary kind,
they may be due to "mistaken policies” pursued
by the countries which wrn to the IME. If the
country changes the policy in question, it puts an
end to the balance-of-payments deficit; this
means that transitory imbalances are reversible
and therefore, for considerations of efficiency,
should be corrected basically by financing. The
possibility of doing this will depend on the
amount of resources available to the councry in
question. A fundamental imbalance, in contrast,
is of a more permanent kind and is usually caused
by real factors. In this case, considerations of
efficiency suggest that the adjustment compo-
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nent should be given more weight than che
financing component. Notwithstanding this
classification, it is not always easy to identify an
imbalance as transitory or permanent.

The principal function of the IMF was origi-
nally to furnish short-term liquidity or financing
to {member) countries with transitory external
imbalances; the IMF was also supposed to supply
some financing to countries with fundamental
imbalances to facilitate the subsequent adjust-
ment. Two types of IMF programme can be dis-
tinguished from the conceprual standpoint
(Buira, 1983; Ground, 1984); i) The stand-by
agreement and financial programming, which
were intended to ensure that a country changed
its “"mistaken policy” to eliminate the transitory
balance-of-payments deficit. This analytical
framework excludes devaluation, which is totally
consistent with one of the main functions origi-
nally assigned to the IMF (to ensure that coun-
tries did not change their exchange rate parity).
In this context the external imbalance is caused
by a monetary imbalance. There is an excess of
money which must be eliminated to reduce the
level of expenditure in the economy. ii) Deva-
luation, the main tool for correcting a fundamen-
tal balance-of-payments deficit. In this sense, the
IMF's financial programmes and devaluation
were viewed conceptually as “mutually exclusive
policies” (Buira, 1983). However, from 1947
(inaugural year of the IMF) to 1971-1973 (end of
Bretton Woods) countries members of the IMF
made more than 200 devaluations, most of
which were central components in IMF adjust-
ment programmes, particularly in rhe Larin
American countries.

In order to simplify the discussion of the
conceptual framework of the IMF adjustment
programme, we will continue to use the classifi-
cation described in the previous paragraph. We
will thus be considering an exclusively moneta-
rist theoretical framework based on the moneta-
rist approach of the balance of payments and
excluding the use of devaluation; we will then
constder a Keynesian theoretical framework,
which is a synthesis of the absorption and elas-
ticity approaches. The IMF adjustment pro-
grammes are usually a hybrid version of the two.

As was pointed out earlier, according to the
IMF the basic cause of a balance-of-payments
deficit is chat a country spends more than it

produces; accordingly, the level of domestic
expenditure must be cut back. In the monetarist
approach, monetary policy is the main tool for
controlling aggregate domestic demand; if the
amount of money is controlled, it will be possible
to reduce the level of domestic expenditure. The
so-called financial programme, designed to con-
trol the expansion of domestic credit, is thus the
main mechanism used by the IMF to control the
development of a country’s policy. As was seen
earlier in the analysis of the monetarist
approach of the balance of payments, an expan-
sion of domestic credit causes a fall in interna-
tional reserves. This is why the IMF assigns such
a weighty role in its financial programme o
control the growth of internal credit. If chere is
no neutralization policy, the fall in reserves will
cause the amount of money to decline; this will
set in motion an automatic mechanism similar 1o
the gold standard, which will evencually elimi-
nate the balance-of-payments deficit, The IMF's
financial programme is implemented in the fol-
lowing stages:

a) The balance-of-payments forecast pro-
vides the limit for the current account deficit.
This forecast estimates the amount of exports,
interest payments, net influx of financial capital
and foreign investments. The level of imports
(or capacity to import) is obtained as the resi-
duum. This level of imports then determines (by
means of the income elasticity of imports) the
level of the GGP and thus the economic growth
rate; adjustments ¢an be made in this economic
growth rate which will affect the required level
of imports. This type of adjustment will be res-
tricted by variations in international reserves
AR. The variations in reserves AR will be one of
the indicators monitored by the IMF,

b} Expansion of the money supply is
achieved by means of the money demand. In this
connection great importance attaches to the
basic monetarist assumption that the money
demand is a stable function. Thus, on the basis of
the nominal money demand of the previous year
(t-1), in conjunction with the expected rates of
inflation and economic growth, it is possible to
forecast the nominal money demand inyear t. As
the meney market has to be balanced, this gives
the variation in the economy’s money supply
AM,. It will be seen that the expected inflation
rate has been used in this calculation of AM ; this
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forecast can be a goal of economic policy. Bacha
(1983) criticizes the IMF on the ground that it
tends to underestimate the expected inflation for
the current year, thus making the monetary
expansion more restrictive.

c) As the variation in reserves AR and the
variation in the money supply AM, have already
been established, the variation in domestic credit
is then determined residually, since AC, =AM, -
AR. The expansion of domestic credit will be
another of the key indicarors monitored by the
IMF; the expansion of domestic credit is chus a
restriccion on the development of the economy
which is consistent with the goal of balanced
payments {and of price stability).

d) Another supplementary mechanism used
by the IMF to control the expansion of domestic
credit relates to the fiscal deficit. Reduction of
this deficit eases a major pressure on the expan-
sion of domestic credit, Furthermore, the weaker
pressure from the fiscal (and public) sector on
domestic credit means that a bigger percentage
of this credit can be used by the private sector,
and this supposedly encourages a grearer relative
expansion of the production of tradeable goods;
this will help to reduce and eliminate the exter-
nal imbalance.?” The level of the fiscal deficit is
thus another indicator used by the IMF to moni-
tor the country's progress.

To sum up, in order to ensure that a (Latin
American) country carries our the IMF pro-
gramme and will thus supposedly be able to
solve its external imbalance problem, the IMF
monitors the following four indicators: the level
of international reserves, domestic inflation, the
expansion of domestic credit, and the fiscal
deficit.

Let us now consider another conceptual
framework. Using the synthesis of the current
account approaches and introducing a specific
causality in the basic national accounts formula:
Y -Z = X - M, the following assertion can be
made: if a country spends more than it produces,
i.e., "lives on borrowed money”, there will be a
trade balance deficit; the external imbalance will
thus be generated by the internal imbalance. If it
is further assumed that the private sector per-

*However, this reasoning does not hold good in the case of
State enterprises producing exporeable goods; e.g., copper in Chile,
oil in Mexico and Venezuela, et

forms in a balanced manner (ie., spends in
accordance with its income), it will be concluded
that the internal imbalance is concencrated in
the public sector. In short, the fiscal deficit will
be the main cause of the external imbalance.

On the other hand, the main means of
financing a fiscal deficit in Latin America is the
issue of money, which causes inflation and there-
fore internal imbalance. This domestic infiation
causes the country’s currency to be overvalued
and international competitiveness to be lost; this
exacerbates the external imbalance and trans-
forms it into a fundamental (or permanent)
imbalance. Within this conceptual framework
the IMF programme has two basic goals: to
establish fiscal discipline and the real level of
equilibrium of the exchange rate. Although the
IMF's role is to help countries to resolve an
external imbalance, in the Fund's view an exter-
nal imbalance originates in the internal imbal-
ance; this is the reason for the IMF's intervention
in the management of the country’s domestic
economy.

The economic policy programme applied by
the IMF in this case is as follows:

a) Reduction of the fiscal deficit. This usu-
ally means a cutback in public expenditure which
adjusts domestic absorption to che level of
domestic income.

b} An increase in the country’s international
competitiveness. This requires: i) devaluation of
the country's currency; ii) control of domestic
inflation to ensure the success of the devaluation.
Monetary contraction is used to attain this goal,
with a view to eliminating the inflationaty pres-
sures caused by excess demand, and wages con-
trol is also used to avoid cost-inflation pressures.
According to the IMF, if this programme is to
attain irs goals and resolve the external and
internal imbalances, it must be carried out in its
totality, for its various components are comple-
mentary; this means that the IMF programme is
supposedly "an indivisible package™. In fact, part
of the inflationary effect of the devaluation is
offset by the deflationary effect of the reduction
of the fiscal deficit and of the money supply; this
ensures the success of the devaluation and makes
the nominal devaluation into a real one. On the
other hand, the recessionary effect of the reduc-
tion of the fiscal deficit and of the money supply
is offset by the expansionary effect of the deva-
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luation which encourages increased production
of tradeable goods (exportable and competitive
with imports).

2. Criticism of the IMF programme

a) Theoretical criticism

There are three theoretical objections:

i) The IMF's method of evaluating a situa-
tion of external imbalance is always the same:
there is an excess of domestic expenditure in the
country’s economy generated by the fiscal deficit,
and this produces the imbalance. However, how
can there be excess aggregate demand in an
economy in which there is unemployment and
idle capacity? Furthermore, in the event of a
fiscal deficit, it is necessary to determine what
part of it is due to the economy’s recession and
what part to structural factors. It is therefore
questionable that the IMF should always impose
basically the same economic programme for all
kinds of balance-of-payments difficulties,
regardless of the cause of cthe problem.

il} There is a theoretical criticism with
respect to the short-term impact of the specific
measures suggested by che IMF. It has been
argued on the one hand that a devaluation can
have recessionary instead of expansionary
effects and worsen the balance-of-payments
deficic, on the other hand, it is said that mone-
tary contraction, by increasing the cost of bor-
rowing, causes an increase in the financial costs
of the productive sectors, and this generates
even greater inflationary pressures. This type of
criticism questions the effectiveness of the IMF's
economic programme and suggests chat it would
tend to aggravate the external and internal
imbalances.

iii} Criticism has been offered of the asym-
metry of the correction of an external imbalance.
If there are countries with a carrent account
deficit, there must be other countries wich a
current account surplus. Why must the adjust-
ment to the current account imbalance be made
exclusively by the countries wich deficits? Why
should not the countries with surpluses share the
cost of correcting the imbalance? This is a long-
standing criticism in specialized Latin American
publications. Today it can be seen that when the
United States has deficit problems in its current

account, pressure is brought to bear on surplus
countries (such as Japan) for them to help to
solve the problem of external imbalance. In
other words, if the countries with curtent
account surpluses gave greater access to Latin
American exports, the economies of Latin
America could resolve their external imbalances
without incurring high adjustment costs, Furth-
ecmore, the more asymmetrical the adjustment
process, the greater will be the reduction of
imports and the cost of the adjustment which che
countries with balance-of-payments deficits
must make (Massad, 1985).

b) The shott- and long-term problem

The time horizon fixed by che IMF for com-
plete adjustment of the external imbalance
ranges from 12 to 24 months; as a rule, the
country’s economy has to make most of the
adjustment virtually within one year. Since the
imbalances are sometimes of considerable size,
why does the economic adjustment have to be
made in such a short period? Ic is not clear why
the length of the adjustment period has to be the
same as the period of the IMF programme.

The IMF has a system for quarterly monitot-
ing of the economy. This means that the country
has to attain quarterly targets wich respect to the
key indicators of the IMF programme (interna-
tional reserves, domestic credit, etc.). If it fails, it
does not receive the quarterly installments of the
loans from the IMF and international banks
which enable it to cover the external sector
deficic. It then becomes the central concern of
finance and economic ministers to meet the
quarterly IMF cargets, and their management is
considered successful only if those targets are
met. kn short, the whole economy begins to func-
tion on a quarrerly basis.

<) The distributive impact of the adjuitment
cost

The domestic cost of the IMF adjustment
programme usually has a regressive effect from
the redistributive standpoint; i.e., most of the
adjustment is absorbed by relatively lower-
income groups. Devaluation linked to wage con-
trols means a fall in the real wages of workers,
The cutback in public expenditure causes an
increase in unemployment as public investment
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declines. Moreover, the removal of subsidies for
essential goods (foodstuffs, mass transport, etc.)
and the reduction of social spending {health,
housing, etc.} means an erosion of the welfare
programmes for the lowese income groups.

d) IMF inservention in domestic problems

The IMF's economic priorities do not neces-
sarily coincide with those of the country’s econ-
omy. However, the IMF imposes its own
priorities which consist basically of cthe elimina-
tdon of the balance-of-payments deficit and
reduction of inflation. Moreover, the IMF pro-
gramme tends to reduce the level of State inver-
vention in the country's economy; in fact, a large
part of the internal adjustment is designed to be
absorbed by the public sector. This can be seen in
the limits imposed on domestic borrowing by
the public sector which are designed to enable
the private sector 10 use the reduced supply of
domestic credit.

For exampile, if Chile or Brazil has to prepare
a domestic austerity programme, why should the
IMF interfere in the process? Bread and milk
prices and the whole of farm policy in general
"are domestic issues and the exclusive domestic
concern of the counery” (...} "how is the removal
of the wheat subsidy pgoing to solve Brazil's
external imbalance problem? Where is the
macroeconomic analysis which proves this?”
(Dfaz-Alejandro, 1983). And why does the
reduction of the real salaries of public school
teachers help to increase the country's interna-
tional competitiveness?

Moreover, in order to ensure that the limics
on the expansion of domestic credit are not
exceeded, the IMF establishes specific controls
on lending to the public sector; in indicating how
domestic credit is to be allocated the IMF is
clearly intervening in an area ourside its compe-
tence and introducing an ideological element
into its programme, for it is trying to "isclate the
public sector of the domestic market from access
to credit” (Bacha, 1983).

€} Consistency of the IMF programme

The forecasts of certain economic targets
used by the IME in the preparation of its pro-
gramme have been criticized for lack of realism,

What happened in Brazil in 1983 is 2 good exam-
ple of this. The 50% monetaty expansion was
based on the forecast of an inflation rate of 87%
for 1983, in fact, the 1983 inflation was 211%,
This was double the level of the previous year, in
response to which the IMF economic pro-
gramme had been introduced. Furthermore, in
1983 Brazil comfortably met the external target
set by the IMF, but at the same time serious
domestic imbalances were generated. The fol-
lowing doubr therefore arises: where was the
coherence of the IMF programme for that year?
For it was possible to meet the external target
bur miss the internal target by a mile.

f) Recescionary bias of the IMF programme

There is general agreement on the need to
modify the over-kill of the Fund’s programme.
Some of the elements contributing to the reces-
stonary impact of the programme are: i) the
difficulty of maintaining total control over the
economic tools by means of which the pro-
gramme is carried out in practice (the money
supply, for example, is largely endogenous),
which leads to the application of even more
restrictive policies against the danger of losing
the financing if the IMI's quarterly targets are
not met; and ii) the assignation of absolute
values to the targets, and for quarterly periods
into the barpain (this means conceding to eco-
nomics a degree of accuracy and control of eco-
nomic phenomena which is far from its grasp),
instead of establishing plausible ranges for the
attainment of the various objectives and thus
reducing the pressure on the economy,

3. The IMF's rale

Despite the severe criticism of the IMF's role, it
should be made clear that the Fund is not the
cause of the present economic problems; the
imbalances in the Latin American economies
existed before its intervention. In fact, the Latin
American countries only turn to the IMF as a lase
resort, when there seems to be nothing eise that
they can do. Adjustment to correct external
imbalance necessarily incurs costs, with or with-
out the IMF. When a country has an external
imbalance, it apparently has two options, adjust-
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ment or financing. However, these two alterna-
tives are interrelated. Although the option of
financing implies deferring the adjustment to
the future, the creditors who provide the resout-
ces to finance the external imbalance will do so
only if they see that the country in question is
taking certain steps which suggest that this
future adjustment will in fact be carried out. The
IMF, for example, makes its loans for a fixed
period, but subject to acceptance by the country
of the IMF's terms, which are designed to elimi-
nate the external imbalance.

The IMF plays two different roles. On the
one hand, it is an institution created to furnish
financial resources to countries with external
liquidity problems. Gn the other hand, it can be
viewed as a "lending club” which applies certain
rules to safeguard che overall well-being of all its
members; i.e., the IMF has to reconcile specific
national interests during the adjustment period
with the general interests of the members of the
club (especially the lending countries, which
supply the bulk of the Fund's financial resour-
ces). These rules include the free coavertibility
of currency, free access to the exchange marker
and openness to imports. Thirdly, it may be
thought that the IMF acts as a catalyst for financ-
ing from other sources, Here, involvement of
the IMF and its economic programme are prior
conditions demanded by private international
banks and governments before they make loans
to a country with balance-of-payments difficul-
ties. Lastly, in the 1980s the IMF has acted as
mediator between creditor banks and debtor
countries. Thus, instead of confining itself to the
problem of unequal flows in a country’s balance
of payments, the IMF now concerns itself with
the problem of the total amount of foreign debt
and the adjustment which a country must make
in order to service its debt. This means that the
IMF has become a kind of long-term inspector on
behalf of the creditors, who checks that the deb-
tor countries are carrying out an economic policy
which will enable them to meet their foreign
debt commitments (Bacha, 1985). The IMF's role
in the management of foreign debt has thus
become a vital one in preventing a disaster in the
international capital market. However, the costs
of preventing such a disaster have been borne
basically by the debtor countries (Massad, 1985).
While it is in the interest of all countries to

prevent the collapse of the international finan-
cial system, why should the cost of doing so be
borne only by the debtor countries?

4. Some suggestions for the IMF
adjustment programme

In the IMF's economic pregramme there is a kind
of identification of adjustment with recession. In
some cases the magnitude of the adjustment
reaches considerable proportions. If Latin
America’s annuwal growth rate in the three years
1981-1983 had been only half the average annual
rate during the 1970s, the GGP of Latin America
would have been US$150 000 million more than
it actually was; this amount represents almost
50% of the total Latin American foreign debt
(Massad and Zahler, 1984). The adjustment has
not been determined so much by the causes or
factors which generated the external imbalance,
but rather by the amount of financial resources
available; in other words, the shortage of financ-
ing has meant that the adjustment programme
has been very costly. However, it is also true that
the outflow of capital from Latin America during
the period 1980-1983 amounted to US$100 000
million {Massad and Zahiler, 1984),

The IMF's economic programme takes a very
shott-term view; in order to reduce the external
imbalance, macroeconomic policies are intro-
duced which basically depress the aggregate
demand to a level compatible with that of the
available financing. Thus, this shore-term
approach does not take into account the aggre-
gate supply situation.? A country with a balance-
of-payments deficit must transfer resoutrces to
its creditor couatries; in order to be able to do so,
it must direct and increase its productive capacity
to generate the necessary productive resources.
To this end it is vital to increase investment and
the use of installed capacity, which runs counter
to exclusively recessionary macroeconomic poli-
cies. The creditor countries must also be willing
to accept the goods exported by the deficit coun-
tries instead of imposing restrictions on them.

The process of adjusting to a balance-of-
payments deficit cannot be guided exclusively by

#0n this topic, see Killick (t984).
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short-term considerations; medium- and long-
term factors must also be taken into account.
Indeed, a short-term “shock” adjustment can
generate in the long term a worse balance-of-
payments situation than a gradual adjustment.
This is not to say that a gradual adjustment is
always better (in the long term) than a "shock”
adjustment; the basic question is the need to
evaluate the alternatives, and the lack of an ade-
quate methodology for daing this. The various
macroeconomic approaches merely compate
two situations in equilibrium, but very little is
known about the comparison and analysis of the
various adjustment routes which link the two
situations of equilibrium.

A corollary of this might be that some ele-
ments of economic policy should be designed to
minimize the costs of the adjustment. From the
country’s domestic standpoint, it would also be
useful to distribute these costs fairly. This might
lead in practice to the setting of ceilings on the
domestic cost: i.e., it would nac be permissible to
exceed certain levels of unemployment or falls in
the product and real wages in order to reduce the

external imbalance. What is suggested is a grad-
ualist policy which extends the time-limit for
accomplishing the excernal adjustment so as to
avoid excessive domestic costs.

In other words, just as the IMF programme
establishes quantitative indicators for the fiscal
deficit, level of international reserves, etc., a
maximum limir would have to be imposed on the
level of unemployment, GGP decline and cutback
in real wages.

As to the fair distribution of the cost of the
adjustment, consideration would have to be
given to the type of mechanism needed to ensure
that the cost of the cutback is absorbed by all
economic agents. 1f all the country’s economic
agents are going to benefit from the restorarion
of macroeconomic balance, why should only a
part of the population bear the cost of the adjust-
ment? This means that some mechanism, proba-
bly a tax mechanism, should be introduced to
ensure that the economic agents who retain their
jobs and their real income levels should compen-
sate the unemployed and those whose income
falls.

Some final considerations

The various theoretical approaches to external
adjuscment can provide very divergent answers
with respect to the evaluation of a concrete situa-
tion. While one approach may suggesc that there
is a critical situation in the external sector,
another may indicate that there is no reason for
concern. The debate which took place in Chile in
the second half of 1981 is a good example of this:
some economists believed that there was a diffi-
cult situation of external imbalance, since the
current account deficit had reached considerable
proportions; it was therefore necessaty to
devalue. Others believed that the situation in the
external sector was comfortable and favourable
since thete was a balance-of-payments surplus,
and it was therefore necessary to revalue. Lastly,
there were those who maintained that the
exchange rate should not be touched, as it was
the nominal anchor of the Chilean economy and

the central mechanism which conditioned
expectations and kept inflation in check.

In short, every approach can produce a dif-
ferent perception as to the existence or non-
existence of a balance-of-payments problem and
can therefore make different suggesrions about
economic policy (in the recent example, about
exchange policy).

Nevertheless, the various approaches are to
some degree complementary. Each of them con-
siders different aspects of one and the same
phenomenon and its effects over different peri-
ods. On the one hand, the Keynesian current
account approaches analyse the problem of
external imbalance (of flows) in the short and
medium terms (between three months and two
years); the capital account approaches are con-
cerned with exchange rate variations in the very
short cerm (between one week and one month),
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while the monecarist approach of the balance of
payments analyses the long term, when full
adjustment of all stocks of assets is achieved.
Various efforts have been made to achieve a
synthesis of these approaches. However, for rea-
sons of simplicity, inser alia, it seems better to
keep them separate; at given points in the econ-
omy's development one of these partial
approaches can give a fairly complete picture of
what is happening. Obviously, an approach can
be the most suitable in year t, and the most
unsuitable in year t;; it is therefore vital to keep
in mind the basic assumptions determining the
underlying modus operandi of each approach.

The external sector presents a country’s
economy with a number of dilemmas. In particu-
lar, the Latin American economies are exposed
to various kinds of exogenous disruption; the
question is: which are the most suitable eco-
nomic policies for absorbing the different kinds
of shock? From a more general standpoint the
question would be: what is the structure or insti-
tucional system which a country’s economy
needs in order to be able to pursue an independ-
ent policy, affected as little as possible by exter-
nal disruptions? Is this in face possible in a world
in which the different markets are increasingly
interdependent and integrated? The relative
effectiveness of various tools in absorbing a
given disruption depends on the type of eco-
nomic structure and institutional system. I is
usual for the Latin American economies to be
wrestling with problems of internal imbalance
(inflation, unemployment); the effects of exter-
nal shocks are thus superimposed on a bad situa-
tion. It is very possible that in these
circumseances instruments capable of absorbing
the external shock cannot be used, for they might
make the internat imbalance even worse. Thus a
country has o cope with the age-old conflict
between trying to pursue an independent
domestic policy and remaining an active
member of the international economic “club”,

One of the aspects of greatest interest for the
Latin American countries has been virtually
omitted from the theoretical approaches to
external adjustment: the problem of which of
the various adjustment routes would be the best.
The basic criterion ought to be the minimization
of the cost of the adjustment, subject to the
achievement of a given reduction in the external

imbalance, What kind of adjustment route does a
given economic programme impose? How can
different adjustment routes be compared? These
are some of the questions which require dynamic
analysis. Other aspects which must be taken into
account are the speed, intensity and sequence of
the adjustment. We rouched on this theme when
we talked of gradual adjustment and shock
adjustment; from the economic standpoint it
could be argued that gradual adjustment would
be preferable to shock adjustment in the case of
an external imbalance, for it would minimize the
disruption of economic activity. However, this
economic logic does not necessarily coincide
with political logic, which may be more con-
cerned with the route by which the final situa-
tion is reached than with che absolute worth of
that situation.?”

Another point about adjustment routes is
the interrelationship between the short and the
long term. A short-term recessionary policy can
have adverse effects on the economy’s growth in
the long term. A short-term monetarist policy
can help to reduce the external imbalance; how-
ever, the increase in the (domestic) interest rate
discourages investment at the same time, and
this affects the economy’s future growth. The
relationship between the short and the long
term must therefore be examined; it is thus
possible to evaluate the economic policies which
can be used in the short term to cope with an
external imbalance at the lowest possible cost, so
thar in the long term the economy resumes the
same course of stable growth.

A burning topic in Latin America, one not
mentioned in the publications consulted, is the
cost of the adjustment. Who pays for it? What is
the connection between different policies for
external adjustment and their distributive
effects? How could the costs of the adjustment
be distributed more fairly?

The economic publications in vogue today
are biased in favour of the use of the market and

“Far example, suppose that per capita consumption s ac a
level of 104 in year r. The implementation of a gradual adjustment
may hold this level consrant for four years. On the other hand, a
shock adjustment may mean a falt of 10% in per capita consump-
tion in the firse year, followed by an annoal increase of 3%,
reaching a level of 98,3 after three consecutive years. From the
standpoint of political logic, if there are elections in year ¢ + 4 chis
second type of adjustmens would seem preferable.
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the system of free prices as a mechanism for
correcting any imbalance; aimost all the models
implicitly use this method. However, a basic
feature of the Latin American economies is that
they have different kinds of control mechanism
for regulating the external sector. In periods of
external imbalance the various controls can play
an important role in reducing the cost of the
adjustment in the short term. It would be useful
to have an analysis of this topic and a compari-
son with the results obtained by a system lacking
these controls. Furthermore, economic policies
have different effects when the controls are dif-
ferent; one example of this is the effect of an
uncontrolled devaluation, which could reduce
the price of imported goods. Lastly, given the
existence of the controls, some phenomena
acquire special relevance; examples of this are
the price of the dollar in the "black” market, the
under-invoicing of exports and over-invoicing of
imports, the problem of the srnuggling of goods
into the country, and the flight of capital In
short, the functioning of an economy under con-
trols and the problem of adjusting it to anextet-
nal imbalance is not taken into account in the
global approaches found in today's specialized
publications.

Lastly, the main line of thinking in Latin
America today, given the high level of foreign
debt, implicitly questions the traditional view of
the problem of external adjustment. The region
has a need to grow in order to be able to service
its foreign debt, In other words “adjustment

with growth”, for it is more feasible and easier to
service the foreign debt in an expanding econ-
omy than in one which is contracting.

The traditional approach means that adjust-
ment to an external imbalance is based
—theoretically and empirically— almost exclu-
sively on the cutback of aggregate demand. How-
ever, it is not absolutely obvious that a
significant fall in a country’s level of economic
activity will facilitate the operation of forces
which encourage growth; in other words, the
mere reduction of aggregate demand need not
automatically produce an improvement in the
functioning of the economy. An alternative (and
probably complementary) proposition is now
emerging, one concerned with stimulation of
aggregate supply. This proposirion contains rtwo
different approaches which will probably be the
focus of the debate in the near future, especially
in view of the greater relative importance which
will attach to the World Bank’s structural adjuse-
ment lending (SAL). These approaches are: i) to
achieve the maximum microeconomic efficiency
by eliminating distortions and defects, with a
view to ensuring the free operation of marker
forces, ii) to identify key sectors in the economy
of each country and to channel investment to
them by means of special incentives (tax subsi-
dies, preferential loans, etc). The investigation
of these topics, which are so important for the
Latin American economies and for developing
countries in general, has only just begun.
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